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Timely Texts 


NEW 1939 FEDERAL INCOME TAX COURSE 


Walton Federal Income Tax Accounting gives a thorough exposition of the provisions of the 1938 
Federal Revenue Act, as amended by the 1939 Revenue Act. The accumulated knowledge and ex- 
perience of men engaged as practitioners in income tax work have here been successfully utilized 
to bring together every point pertaining to a particular subject. 


Instructors will be interested to know that our Federal Income Tax Course has been designed 
especially for teaching. The work comprises twenty-four Lectures, including Problems and Theory 
Questions. It is issued in a two-inch, three-post, loose-leaf, semi-flexible text binder. 


COST ACCOUNTING 


Walton Cost Accounting is fully illustrated, and ample Practical Problems and Theory Questions 
are provided, in addition to comprehensive practice set work for specific order, process, and standard 
costs. Thirty lectures treat in detail the principles and methods of factory cost accounting. Their 
aim is two-fold: To teach Cost Accounting principles and to train the student in their practical 
application. Attention is also given to those phases of industrial management necessary to the 
installation and operation of a modern cost system. 


The practical work consists of the keeping of general ledger and factory cost accounts on practice 
sets for the specific order and process costs. This method combines the teaching of cost accounting 
principles and their practical application, which is essential to a thorough workable knowledge 
of the subject. The detail work has been summarized to a very considerable extent, thereby reducing 
the written work required of the student. The subject of standard costs is fully treated and a practice 
case involving standard cost accounting is provided. 


C.P.A. EXAMINATION REVIEW AND ADVANCED 
ACCOUNTING PROBLEMS 


The Examination Review Course and Advanced Accounting Problems furnish intensive training 
in the solving of Practical Accounting Problems and in preparing Answers to Theory and Auditing 
Questions on the more advanced theory and practice, Cost Accounting, Federal Income Tax Ac- 
counting, Business Law, and Annuities. Sufficient problems of each type are given to assure mastery 
of principles and technique. 


An alphabetical table of contents of the Practical Accounting Problems, stating their character, re- 
quirements, and special points involved, provides a‘clear summarization of the course content and 
enables instructors to assign the practical problems by subjects, if they so desire. The material 
may be used for students preparing for C.P.A. examinations or in Advanced Accounting Problem 
Courses, post-graduate or seminar courses. 


This material has undergone a complete revision and has been substantially expanded. Many new 
problems have been added. 


SEND FOR EXAMINATION COPIES 


Before selecting your texts in Federal Income Tax, Cost Accounting, Examination Review and 
Advanced Accounting Problems for fall use, avail yourself of the opportunity to review these 
revised texts. We shall be glad to send them for 90 days’ examination upon request. 


WALTON PUBLISHING COMPANY 
332 South Michigan Avenue Chicago, Illinois 
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ACCOUNTING, REPORTS TO STOCK- 
HOLDERS, AND THE SEC 


Maurice C. KAPLAN AND DANIEL M. REAUGH 


both focused upon the adequacy and 

reliability of corporate accounting 
reports to stockholders—are attempted: 
first, to point out the serious gap in the 
regulation of accounting reports to stock- 
holders under the Securities Exchange 
Act, especially as it is reflected in seventy 
selected corporate balance sheets and in- 
come statements for 1937; second, to dis- 
cuss a number of the limitations inherent 
in the accounting material made available 
to investors: limitations which may indi- 
cate the deceptiveness of such current 
catchwords as “truth in securities” and 
“full disclosure.” These objectives make it 
necessary to discuss the categories and 
classifications upon which the accountant 
rears an apparently precise and certain 
structure. 

A vigorous legal literature in the past 
two or three decades has made lawyers 
aware of the very general nature of many 
legal categories or rules, and their neces- 
sarily varying nature in changing environ- 
ments. A similar development has not yet 
taken place in the field of accounting, at 
least not to the same extent. Many of the 
accountant’s most important categories— 
“income,” “cost,” “fixed assets’ —and the 
criteria used in allocating particular items 
into one category or another—“extraor- 
dinary,” “maintain,” “current”—are as 
broad and permit as much discretion as 
legal rules. But one can find only occa- 


Te paper is exploratory. Two jobs— 


sional appreciation of this fact in an ac- 
counting literature largely preoccupied 
with existing techniques and repolishing 
of definitions. 

This paper undertakes to break addi- 
tional ground in the inevitably forthcom- 
ing critical analysis of accounting cate- 
gories and accounting concepts.! Little ex- 
cuse is needed for undertaking this task. 
The Transamerica, Associated Gas and 
Electric, and Missouri Pacific Railroad 
delisting proceedings, and the McKesson- 
Robbins auditing investigation indicate 
that, to a considerable extent, the fight 
for protection of the interests of investors 
and public regulation of corporate enter- 
prise has shifted to the accounting front.” 

Despite the Securities Act and the Se- 
curities Exchange Act, corporate reports 
to stockholders remain unregulated to any 


1 Hamilton and Till, The Cost Formula for Price 
(March 1, 1935) N.R.A. Consumers Division, Rep. 
No. 9, partially reprinted as “Cost as a Standard for 
Price” (1937) 4 Law and Contemp. Prob. 321, is, un- 
doubtedly, the outstanding piece of critical writi 
on accounting. Bonright, Valuation of Property ( 1937) 
contains many passages subjecting accounting to the 
functional approach. Of professional accountants, 
George O. May, senior partner of Price, Waterhouse & 
Company, seems most aware of the purposive nature 
of his techniques. See his Dickinson Foundation Lectures, 
Harvard Graduate School of Business Administration, 
reprinted in (1937) 63 J. of Accty. 333 and Eating Peas 
with Your Knife (1937) 63 J. of Accty. 15. 

2 In the Matters of: Missouri Pacific Railroad Com- 
pany (Feb. 15, 1938) Sec. Exch. Act Release No. 1586; 
Transamerica Corporation (Nov. 25, 1938) Sec. Exch. 
Act Release No. 1950; Associated Gas and Electric 
Company (Jan. 13, 1939) Sec. Exch. Act Release No. 
1985; McKesson & Robbins, Inc. (Dec. 30, 1938) Sec. 
Exch. Act Release No. 1975. 
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effective degree.* The Securities Act does 
not embrace securities already issued, or 
subsequent dealings in securities issued in 
compliance with its provisions. The orig- 
inal scope of the Act did not contemplate 
periodical supplemental reports after the 
securities were already in the hands of the 
public. Obviously, information supplied 
in a prospectus for the new issues becomes 
misleading and unreliable in a relatively 
short time. 

To remedy these apparent deficiencies, 
among others, the Securities Exchange Act 
of 1934 was enacted.® The objectives of the 
Act, in this respect, as later expressed by 
the Commission, were: 


“..to make available to the average in- 
vestor honest and reliable information sufficiently 
complete to acquaint him with the current busi- 
ness condition of the company, the securities of 
which he may desire to buy or sell.’”* 


In Congress, the publicity features of 
the Exchange Act were particularly em- 
phasized, and apparently the Act was re- 
garded as providing sanctions which would 
result in the disclosure of corporate infor- 
mation to investors, existing and prospec- 
tive, in securities already in the hands of 
the public and thus beyond the reach of 
the Securities Act.’ 

Unfortunately, the Exchange Act does 
not require that corporations follow Com- 
mission standards in their annual reports 


3 Some state corporation statutes contain account- 
ing and reporting requirements. See the study by 
American Institute of Accountants of several state in- 
corporation laws, cited in Payne, ‘“The Effect of Recent 
Laws on Accountancy (1935), 10 AccouNTING REVIEW 
84, 87 et seq. 

* Section 15(d) of the Exchange Act, as amended in 
1936, requires under certain conditions, an undertaking 
by the issuer of new securities under the Securities Act, 
to file the supplemental and periodic information re- 
quired of persons with securities listed and registered 
upon a national securities exchange. 

5 See, generally, Hanna, “The Securities Exchange 
Act as Supplementary of the Securities Act” (1937), 
4 Law and Contemp. Prob. 256-68. 

® Securities and Exchange Commission, Second 
Annual Report (1936) 2. 

; 7H. R. Rep. No. 1383, 73d Cong. 2d Sess. (1934) 
1-13. 


to stockholders.* The Act applies only to 
corporations with securities listed on na- 
tional securities exchanges and requires 
such corporations to file with the Com. 
mission and with the exchange annuyal 
reports which comply with the standards 
imposed by the Commission and the 
exchange.® 

Reports filed with the Commission, ex. 
cept where regarded as confidential, are 
available in Washington to the public 
either by personal examination’ or by 
paying the cost of duplication." Except for 
institutional or other substantial investors, 
who before the Exchange Act often man- 
aged to get the information anyway,” 
such cost is likely to be prohibitive, and 
the effort to obtain it is so great that only 
the most energetic investor will bestir 
himself. Under a rule of the Commission, 
the national securities exchanges are re- 
quired to keep the registration statements 
and periodic reports of issuers open for 
public inspection.” This rule enables in- 
vestors and investment analysts in cities 
where the exchanges are located to secure 
the information by examination. These 
are the only official sources and sanctions 
by which corporate information is made 
available to the investing public. In other 
non-official ways, perhaps a fairly large 


8 Sections 14 and 6, governing the solicitation of 
proxies and registered exchanges, respectively, provide 
a possible statutory basis for the promulgation of rules 
regulating the form and content of corporate reports to 
stockholders. 
oa sec. 13(a) of the Securities Exchange Act of 


10 Securities Exchange Act of 1934, sec. 24(b). 

11 “10 cents per photostatic copy of each page, for 
all copies up to and including 100 in a single order; 7 
cents per photostatic copy of each page, for all copies 
over 100 in a single order.” Securities Act Regulations, 
Rule 121(a). 

% The Fourth Annual Report of the Securities and 
Exchange Commission for the fiscal year ended June 30, 
1938, states that approximately 24,000 members of the 
public visited the Washington, New York, and Chicago 
Public Reference Rooms of the Commission “seeking 
registered public information, forms, releases, and other 
material.” The Commission filled more than 3,5 
orders for photocopies of material. Pp. 93-94. 

18 Exchange Act Regulations, Rule X-24B-3. 
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quantity of general information manages 
to trickle down into investor’s hands. In 
instances where the Commission sum- 
marizes the reports in a press release, the 
financial sections of the daily or financial 
newspapers may publish the summary in 
a digested form.* More important, a 
large percentage of investors rely upon the 
advice of investment services which pre- 
sumably scrutinize and evaluate these 
reports with care. And perhaps more im- 
portant still, brokers, large-scale and insti- 
tutional investors do obtain the informa- 
tion filed, and their judgment on the value 
of the security, presumably reflected in its 
market price, affords the ordinary investor 
some protection. 

Thus reports to stockholders, unsuper- 
vised under the present rules of the Com- 
mission, remain the stockholders’ most 
important source of corporate informa- 
tion.’ A study of balance sheets and in- 
come statements appearing in the 1930 
and 1937 published reports of seventy 
large corporations, herein presented, indi- 
cates that, despite a marked improvement 
since 1930, such reports fall considerably 
below the accounting standards which 
these same corporations are required to 
meet in their reports to the SEC and to 
the exchange on which their securities are 
registered.'® The results of this study are 

“Even this as a practical matter is of little use to 
the investor, since it is too summary an account—being 
adigest of a digest—and also, since most people discard 


their daily papers, it is unavailable when the investor 
wants it. 

4 Nonvoting investors in the business—bond- 
holders, nonvoting preferred, etc.—by a strange con- 
vention are not considered to be entitled to a yearly 
accounting from the custodians of their funds. See, 
however, secs. 313 and 314 of the Trust Indenture Act 
of 1939. Reports to stockholders, usually available on 
request without charge, or newspaper or financial- 
chronicle digests of and comments on that report, are 
probably the nonvoting investors’ principal source of 
information. 

The method followed in making the study was 
to select items in income statements and balance 
sheets which accounting authorities, investment an- 
alysts, and the Commission in its forms and regulations 
under both the Securities Act and the Exchange Act 
regard as significant in reflecting the corporation’s 
business condition and progress, and to note the num- 


presented against a background of critical 
comments on accepted accounting con- 
ventions. 


INCOME STATEMENTS 


The balance sheet is a highly technical 
document, as will be seen later, of rela- 
tively small value to those who buy or sell 
securities. It does not purport to give an 
investor present values; it merely reports 


ber of corporations in 1930 as compared with 1937 
which furnished information in regard to each item. 
While this method does not present a complete picture 
of the extent of the information supplied by any specific 
corporation, it does indicate in a general way what the 
70 corporations chose to reveal om specific items. The 
aggregation of these items and the number of corpora- 
tions disclosing each, reflect, it is believed, in a rough 
measure, the extent of the financial information given 
to stockholders in the years selected. 1930—prior to the 
Securities Act—was selected rather arbitrarily as the 
year with which to contrast 1937. The 70 corporations, 
chosen because of their national scope and because their 
financial statements were available in the Yale Uni- 
versity Library, are believed to represent a rather fair 
sampling of the 500 or 600 largest nonutility, non- 
railroad corporations in the United States. Presumably 
the larger corporations furnish more information to 
stockholders than smaller ones. If this assumption is 
true, this study is weighted toward greater disclosure. 

The following is a list of the corporations studied: 
National Biscuit Co.; Quaker Oats Co.; American 
Sugar Refining Co.; Holly Sugar Corp.; Liggett & Myers 
Tobacco Co.; R. J. Reynolds Tobacco Co.; Firestone 
Tire & Rubber Co.; United States Rubber Co.; Inter- 
national Salt Co.; Armour & Co. (Illinois); J. I. Case 
Co.; Deere and Co.; International Harvester Co.; Alle- 
gheny Steel Co.; Bethlehem Steel Corp.; United States 
Steel Corp.; Federal Mining & Smelting Co.; Old 
Dominion Co. (Liquidating); Pittsburgh Coal Co. (of 
Pa.); Columbia Oil and Gasoline Corp.; Standard 
Oil Co. of Ohio; The Barber Co., Inc.; Johns-Manville 
Corp.; National Lead Co.; American Window Glass 
Co.; Owens-Illinois Glass Co.; Air Reduction Co., Inc.; 
Allied Chemical & Dye Corp.; Union Carbide & Carbon 
Corp.; Virginia-Carolina Chemical Corp.; Atlas 
Powder Co.; Lehn and Fink Products Corp.; Parke, 
Davis & Co.; General Electric Co.; American Type 
Founders, Inc.; Baldwin Locomotive Works; Crane 
Co. of Chicago.; The Fairbanks Co.; International Busi- 
ness Machines Corp.; Lima Locomotive Works, Inc.; 
Midvale Co.; National Cash Register Co.; Remington 
Rand, Inc; United Shoe Machinery Corp.; Chrysler 
Corp.: General Motors Corp.; Packard Motor Car Co.; 
Reo Motor Car Co.; Studebaker Corporation; E. I. Du 
Pont de Nemours & Co.; Hercules Powder Co.; Rem- 
ington Arms Co.; American Chain and Cable Co.; Tor- 
rington Co.; Container Corp. of America; American 
Woolen Co.; Gotham Silk Hosiery Co., Inc.; Julius 
Kayser and Co.; A. G. Spalding & Bros.; Eastman 
Kodak Co.; Curtis Publishing Co.; Colgate-Palmolive- 
Peet Co.; Procter & Gamble Co.; Warner Bros. Pictures, 
Inc.; Kaufmann Department Stores, Inc.; S. H. Kress 
& Co.; May Department Stores Co.; J. C. Penney Co.; 
Sears, Roebuck and Co.; American Stores Co. 
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that portion of historical and current dis- 
bursements which remain, after deprecia- 
tion, obsolescence, depletion, and amorti- 
zation have been charged periodically to 
the fiscal periods in which the capital 
assets are assumed to have been consumed. 
Accountants and investment analysts to- 
day are agreed that the income statement 
is much more significant and informative 
to the investor than the balance sheet.” 
It is of cardinal importance, because the 
“value” of a business depends, not on the 
historical costs incurred in the process of 
building it up, but upon its earning 
capacity.'® 

In the not so distant past, many corpo- 
rations omitted the income statement 
completely, but protests in accounting and 
economic literature, pressures from the 
New York Stock Exchange and the Se- 
curities Acts, have forced more and more 
corporations to disclose information on 
their current operations. Of the 70 cor- 
porations studied, three did not include 
any income statement in their annual re- 
ports to stockholders in 1937,'* and the 


17 This statement will not hold for banks finance 
companies, or, possibly, public utilities. 

The history of the recent shift in emphasis of in- 
vestment analysts from the net worth of a business to 
the earning capacity is discussed in Graham and Dodd, 
Security Analysis (1934) 299-313. While current litera- 
ture emphasizes the importance of the income state- 
ment, most writers continue to devote a disproportion- 
ate amount of attention to balance sheets in their 
written treatments of the subject. See for example, the 
Report of the American Institute of Accountants on 
Coéperation with Stock Exchanges, Reports to Stock- 
holders (1932). 

18 The writers do not mean to suggest that the 
balance sheet can be ignored safely by investors. The 
results of current operations can be appraised best 
in light of the financial resources of the company to 
maintain those operations and to weather adverse busi- 
ness conditions. In addition, the balance sheet sheds 
light on the questions of claims against the corporation 
and the relative priorities of the different classes of 
securities. The use of both net worth and earnings gives 
an investor an additional test of attractiveness rather 
than a single one of earnings alone. See Graham and 
Dodd, Security Analysis (1934) 350 et seq. 

19 Curtis Publishing Co.; Torrington Co.; and United 
Shoe Machinery Co. A study of 1934 published annual 
reports indicated that 214% of the corporations studied 
omitted income statements. Sunley, “Seen in Published 
Financial Statements” (1935) 15 C.P.A. 682. 


income statements of at least 17 of the 
corporations are considered by the writers 
to be totally inadequate.”° In 1930, four 
corporations omitted income statements 
and the statements of at least 34 were 
inadequate. Although in both years, there 
was a striking lack of uniformity as to form 
and content, 1937 showed some improve- 
ment in this respect.” 

As with all generic words, the abstrac- 
tion “‘income,” which the accountant uses 
with an appearance of certitude, acquires 
meaning only in a particular setting and 
in connection with a particular purpose. 
“Income” for the economist, “income” 
under income tax laws, “‘income’’ in the 
determination of national income, “in- 
come” to determine the relative rights of 
remaindermen and life-tenants in property 
held in trust, and “income” to the ac- 
countant for a partnership and for a cor- 
poration all vary enormously; within each 
field the word acquires different shadings 
and permutations, with changing em- 
phases.” The contrast between the econ- 
omist’s point of view and the accountant’s 
is particularly significant, especially since, 
with important social consequences, the 
accountant’s viewpoint has dominated in- 
dustrial life.2* The economist regards 


20 Of the 70 studied the 1937 income statements of 
the following corporations are obviously inadequate: 
Allied Chemical & Dye Corp.; American Sugar Refining 
Co.; American Window Glass Co.; The Barber Co., Inc.; 
The Fairbanks Co.; J. I. Case Co.; Liggett & Myers 
Tobacco Co.; Lima Locomotive Works, Inc.; Midvale 
Co.; National Biscuit Co.; National Cash Register Co.; 
Old Dominion Company; Quaker Oats Company; R. J. 
Reynolds Tobacco Co.; Remington Arms Co.; Stude- 
baker Corporation; Union Carbide and Carbon Corp. 

21 See Stockwell, How to Read a Profit and Loss State- 
ment (1927) 4. 

® For a discussion of variations in the purpose of 
the corporate income statement and the consequences 
of such variations see Hatfield, Accounting (1927) 380-2. 
See, also, Canning, The Economics of Accountancy 
(1929) 92-4; Kimball, “The Importance of Understand- 
ing Income and Profits” (1935) 10 AccoUNTING REVIEW 
131-5; Crandall, “Income and Its Measurement” ( 1935) 
10 AccounTING REviEw 380-400; Paton, Accountants 
Handbook (1935) 1075-8; Littleton, “Concepts of In- 
come Underlying Accounting” (1937) 12 AccOUNTING 
REvieEw 13-22. 

2% |. The nineteenth century carried to extrava- 
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“income” as the distributive rent, wages, 
interest, and profits accruing to each of the 
four factors of production—land, labor, 
capital, and the entrepreneur.% The ac- 
countant focuses his attention upon 
“profits” alone, as reflected in the costs 
and revenues of a particular business 
enterprise, from the viewpoint of its en- 
trepeneur. Wages, rents, and interest 
fowing from a business enterprise are 
“income” to the economist, but the ac- 
countant considers them, when actually 
paid, as “costs of production” and “ex- 
penses.” The “efficient business” con- 
stantly strives to keep these “expenses” 
down—“profit” is regarded as the sole 
desideratum of business enterprise. Cost 
and income recordation are, thus, designed 
in the interests of the businessman.” 


gant lengths the criterion of what one can call for short 
‘the financial results,’ as a test of the advisability of 
any course of action sponsored by private or by collec- 
tive action. The whole conduct of life was made into a 
sort of parody of an accountant’s nightmare. Instead 
of using their vastly increased material and technical 
resources to build a wonder city, the men of the nine- 
teenth century built slums; and they thought it right 
and advisable to build slums because slums on the test 
of private enterprise, ‘paid,’ whereas, the wonder city 
would, they thought, have been an act of foolish ex- 
travagance, which would, in the imbecile idiom of the 
financial fashion, have ‘mortgaged the future’—though 
how the construction to-day of great and glorious works 
can impoverish the future, no man can see until his 
mind is beset by false analogies from an irrelevant ac- 
countancy Keynes, “National Self-sufficiency” 
(1933) 22 Yale Rev. 755, 763. See also Hamilton and 
Till, supra note 1; Kimball, “The Importance of Under- 
standing Income and Profits” (1935) 10 AccouNTING 
REviEW 131-5. 

* Some economists have contended that government 
constitutes a fifth factor in production—with taxes as 
its legitimate share in distribution. See Wasserman, 
P no a Share in Distribution” (1938) 28 Am. Econ. 


% See Hamilton and Till, supra note 1, at 26-27. The 
accountant excludes psychical income which the econo- 
mist includes; income to the accountant must be cash 
or an immediate, readily obtainable claim to cash. The 
accountant excludes economic costs such as salaries of 
the owners in individual proprietorships, rent on owned 
Property, interest on capital invested by the owners, 
all of which are contained in his net profit figure, since 
he, usually, is interested only in recording costs result- 
ing from explicit transactions. This limited interest en- 
ables the accountant to ignore some economic costs 
spawned by modern industry—waste of natural and 
human resources, etc. Despite these significant distinc- 


The accountant’s function in a business 
enterprise is the rather narrow one of re- 
flecting the interest of the owners and 
management.” In preparing the income 
statement, the accountant devotes himself 
to determining the portion of historical 
and current disbursements and receipts 
which should be allocated to the current 
fiscal period, when “expenses” are “‘in- 
curred,” and when “revenue” is to be 
“recognized.” Judgment and discretion 
play a tremendous role. No accounting 
omniscient can with assurance say what 
charges should have been made for de- 
preciation, depletion, amortization, and 
obsolescence during a particular year, 
what amounts should be provided for 
doubtful accounts, whether a borderline 
charge or disbursement is to be handled 
as an expense of the current fiscal period, 
a charge to surplus, or whether it is as- 
signable to future income and conse- 
quently handled as an asset or deferred ex- 
pense account, and what extraordinary 
gains or losses should be credited or 
charged to income, to assets, or to surplus 
accounts. A large degree of discretion is 
present in the choice of the various avail- 
able and sanctioned methods of computing 
depreciation”’ or stating inventories.”* In- 
come for the year will vary sharply with 
the method selected. 

The extent of the judgment factor in 
accountancy is not widely appreciated by 
investors—statistics and figures inevitably 
lend an air of mathematical certainty. It 
is fundamental, in the understanding of 


tions, it does not seem to be widely appreciated that 
accounting values are but one phase of economic values. 

26 Some accountants have urged that the accountant 
is not confined necessarily to this parochial niche in 
the economic life of a nation, and that he can widen the 
scope of his work to reflect broader economic values. 
See Borth and Winakor, “Some Reflections on the 
Scope of Auditing” (1935) 10 AccounTING REvIEw 174. 

27 See Report of Committee of American Institute of 
Accountants on Codperation with Stock Exchanges, 
Reports to Stockholders (1932) 6. See the discussion on 
depreciation, infra p. 217 et seq. 

28 See the discussion on inventories, infra p. 217 et 
seq. 
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income accounts and balance sheets as 
well, to appreciate that the figures appear- 
ing in the annual reports of corporations 
“are largely the reflection of individual 
judgments’? and the judgments of other 
men, equally honest and competent, sur- 
veying the same economic phenomena, 
would have differed—perhaps sharply.*° 

Divisions of the Income Statement. To 
present a reasonably informative picture 
of the activities, and sources of income and 
character of expenses of a corporation, 
total figures must be broken down into 
categories which describe broadly the 
business of the corporation for the year, 
and which furnish an investor some basis 
for analyzing the business and for intel- 
ligently forecasting future developments. 
According to the conventions of present 
day practice, such a segregation is ob- 
tained best by the rather arbitrary divi- 
sion of the income statement into the 
classical operating, non-operating, and 
non-recurring subdivisions.™ 

Most accountants agree that the first 
major division of the income statement, 
the operating section, should disclose the 
net sales and revenues, and the expenses 
resulting from and attributable thereto. 
Within this section, it is necessary, from 


29 Report, op. cit. supra note 27, at 6-7. Many of the 
leading accountants share this view. See May, “The 
Accountant and the Investor” in Northwestern Univer- 
sity, Ethical Problems of Modern Accountancy (1933) 26; 
‘American Institute of American Society, Joint Report 
to the Securities and Exchange Commission on Forms 
A-2 and 10” (1935) 15 C.P.A. 107, 111; and Sanders, 
‘What Is Most Satisfactory Form of Reports to Stock- 
holders?” (1935) 3 The Controller 162, 163. 

80 See Editorial, “Three Decades of Profit” (Dec. 17, 
1938) 133 The London Economist 584. 

3! The Tentative Statement of the American Ac- 
counting Association apparently divides the income 
statement into operating and non-operating sections, 
but its terminology would be far more descriptive if the 
divisions were called “recurring” and “non-recurring” 
income. ‘“‘American Accounting Association, A Tenta- 
tive Statement of Accounting Principles Affecting Cor- 
porate Reports, Postulate 9, 10, and 11” (1936) 11 
ACCOUNTING REvIEW 187, 189. Professors Sanders, 
Hatfield, and Moore, in A Statement of Accounting 
Principles (1938) 28-44, follow a similar classification. 
They do suggest, however, that in the operating section 
further subdivision is sometimes necessary. Id. at 28. 


the investors’ viewpoint, that the major 
sources of operating income and the ap- 
plicable expenses be itemized. The Securi- 
ties and Exchange Commission has dj- 
vided the operating section, roughly 
speaking, into income from the sale of 
goods, and income from the sale of sery- 
ices; each must be disclosed separately 
where the lesser amount is 10% or more 
of the sum of the two items. No further 
subdivision of the ‘‘gross sales less dis- 
count... ” figure is required other than 
a separate listing, where practicable, of 
sales to parents and subsidiaries.” 

While the segregation of “goods” and 
“services” is of some benefit, it places sole 
emphasis on the distinction between them 
and ignores other possible breakdowns of 
the gross figure which may be much more 
significant to a stockholder. Furthermore, 
relatively few nonutility, nonrailroad cor- 
porations receive as high as 10% of their 
total income from the sale of services. In- 
vestors are not so much interested in 
whether income comes from the sale of 
goods or from the sale of services, as they 
are in knowing from what goods and what 
services the income is derived. For in- 
stance, in the income statement of General 
Motors, it would be far more important 
for investors to know the percentage of the 
gross revenue derived from the sale of 
each line of cars, the percentage derived 
from the sale of Frigidaires, and from the 
corporation’s other major activities than 
to know that a certain amount was derived 
from the sale of “goods” and the re- 
mainder from the operation of a railroad. 
In large corporations, with many diversi- 
fied types of activity, the disclosure of net 


% The SEC in Form 10-K requires the segregation of 
sales (and operating revenues if they equal 10% of the 
sum of the two items), dividends, interest, profits aris- 
ing from transactions in securities, and separate listing 
of “any substantial nonrecurring items of miscellane- 
ous other income, and any other substantial amounts. 
Form 10-K, Instructions, pp. 20-21. Forms A-1, A-2, 
and 10 are similar. 
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sales and operating revenues, cost of goods 
and services sold, and net operating in- 
come in total figures is not particularly 
enlightening to the investor. In fact, the 
larger the corporation and the more activi- 
ties it engages in, the less significant gross 
revenue figures will be to an investor or 
investment analyst for purposes of fore- 
casting.» Segregation within these items 
isnecessary for intelligent forecasting and 
evaluation.** 

The second division, nonoperating in- 
come,** usually includes the amounts re- 
ceived from interest, dividends, commis- 
sions and fees, rents, royalties, etc., which, 
while normally recurring, do not arise from 
the corporation’s operations. This disclo- 
sure is significant to the investor in that it 
apprises him more fully of the relative 
importance of the operating and financial 
income of the enterprise. Of course, the 
amount of detail will and should vary 
somewhat with the nature of the business. 

The third major breakdown of the in- 
come statement is called by the account- 
ant “nonrecurring” income.** The ac- 
countant uses this term to categorize busi- 


® The reports examined were definitely deficient in 
this respect: 


ITEMIZATION OF OPERATING REVENUE 
Number of Companies 


Operating Revenue Section: 1930 1937 
34 48 
Some Segregation......... 3 6 
Minor Sources Segregated. . 3 6 


4 This problem has been considered by the Securities 
and Exchange Commission. See Address of Harold H. 
Neff, Director, Forms and Regulations Division, en- 
titled “Revision of the Rules Affecting Registration 
under the Securities Act and the Securities Exchange 
Act,” delivered before the Controllers Institute of 
America on January 19, 1939. 

*“The distinction . . . between operating and non- 
operating income is. . . always a relative one and will 
be determined in any given instance on the basis of 
major activities and supplementary or minor activi- 
ties.” 1 Kester, Accounting Theory and Practice (3d 
ed. 1930) 46. 

*6 As remarked in note 31, supra, many accountants 
use the term “nonoperating” income to include the 
items here classified as non-recurring. See Paton, Ac- 
countants’ Handbook (1934) 1093. For a discussion and 
illustration of the importance of segregating nonrecur- 
ming items, see Graham and Dodd, Security Analysis 
(1934) 353 et seg. See also Sanders, Hatfield and Moore, 
A Statement of Accounting Principles (1938) 27. 


ness events which are not conceived to be 
a part of the “normal” operations of the 
business, e.g., profits and losses from the 
sale of fixed assets or portfolio securities, 
abandonment of property, fire and flood 
losses, etc. Frequently, these items are 
attributed directly to some surplus ac- 
count and hence never appear in the in- 
come statement at all. The concern here, 
however, is not with the problem of credits 
or debits to income versus credits or 
debits to surplus*” but with methods of 
reflecting the item involved after the deci- 
sion to allocate it to income has been 
made. The purpose of segregating “‘non- 
recurring” income from other income is to 
reveal to the investor specific income items 
which “normally” may not be expected to 
recur in each major accounting period. 
Clearly, the inclusion of sizeable, sporadic 
items with “regularly recurring” income 
would present a misleading picture of the 
return to be anticipated from the enter- 
prise. Sales of assets, a major item in this 
category, occur constantly in large busi- 
nesses, however, and it is somewhat mis- 
leading to label them without discrimina- 
tion as “nonrecurring,” thus asking the 
investor to discount their presence in the 
income statement. From the investor’s 
viewpoint, the test should be whether 
submerging the transaction in some other 
item, “sales,” or “other operating in- 
come,” will distort his evaluation of the 
company’s operations and future pros- 
pects of income. 

Itemization within these major cate- 
gories of income is an essential minimum 
of income disclosure. An investor is not 
interested merely in learning the total 
earnings for the current year which an 
indivisible total gives him; his primary 
interest in earnings is based, to a large 
extent, on the ability it gives him to fore- 
cast the future. Total figures must be 
broken down to enable him to obtain some 

37 See infra. 
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information as to the sources of past in- 
come in order that his guess as to the 
future, precarious at best, is something 
more than a wild shot in the dark.* 

This discussion has accepted the classi- 
cal segregations of the income account, 
and has been concerned with a criticism 
of its internal constructions. The classical 
division is not, however, inevitable or ex- 
clusive. Income statements of the future 
may use other starting points or a number 
of alternative starting points varying with 
the purpose at hand to describe function- 
ally the phenomena encountered by the 
business enterprise.*® Much hard work and 
critical thinking remain to be done on 
these accounting classifications. 

Gross Revenue from Sales and Services. 
In modern accounting practice, the gener- 
ally accepted view is that revenue is re- 
alized by a valid and enforceable sale.*° 
The sale may be for cash, other valuable 
consideration, or for a legal claim, e.g., 
note or account receivable.“ The sale is 


38 See Graham and Dodd, Security Analysis (1934) 
478 et seg. for a discussion, with illustrative case his- 
tories, of the importance of segregating sources of in- 
come. 

39 It has been suggested, for example, that the in- 
come statement be reclassified on the basis of “‘con- 
trolled” or ‘‘uncontrolled” costs. Uncontrolled costs are 
fixed interest charges, depreciation, etc., which accrue, 
irrespective of the volume of the business done. Con- 
trolled costs are costs which may be varied with the 
volume of the business; the most variable of these costs 
is raw materials, and, in the absence of labor unions, 
wages. The larger the uncontrolled costs, the less ability 
management has to adjust itself to unfavorable business 
conditions. 

40 Logically, income is earned not by sales alone, but 
by each step in the process of production. No one spe- 
cific event is responsible for its creation. Theoretically, 
each stage in production should be credited for its 
proportionate share of the revenue earned. Accountants, 
however, to avoid “‘counting their chickens before they 
are hatched,”’ treat the sale as the crystallization of the 
earning process and of the amount earned. In long-term 
projects, however, such as shipbuilding or large con- 
struction projects, where the amount of the earnings can 
be reasonably estimated, income is frequently attrib- 
uted to the productive process rather than to await its 
crystallization in the sale. See Husband, “Accounting 
Postulates; An Analysis of the Tentative Statement of 
Accounting Principles” (1937) 12 AccounTING REVIEW 
386, at 394, 

4. The receipt of cash and cash alone is not an ade- 
quate basis for income determination. The accrual basis 


not only of great theoretical importance 
in the determination of when revenue js 
realized, but its aggregate total—net 
sales* and operating revenues—especially 
when segregated into major operating 
activities, is regarded by accountants as 
secondary only to net profits as the most 
significant figure in the income state- 
ment. It aids in indicating whether a 
corporation is growing or declining, and 
it provides a measure for an analysis of 
the competence of the management. Many 
of the investment analysts’ most impor- 
tant ratios depend upon its disclosure.“ 


is generally used. If revenues were recognized only in 
terms of cash, comparison of the results of periods would 
be impossible, since revenues “‘properly allocable” to 
one period would not be recognized until another, and 
there would be no assurance that such errors would 
cancel each other in the long run. 

“In connection with any particular income state- 
ment it is important to note whether “gross” or “net” 
sales is the figure given when making comparisons. 
There is no uniformity of practice as to what is the be- 
ginning figure of the income statement, or what deduc- 
tions are made from the gross figure to give the net 
sales figure. See Hatfield, Accounting (1927) 351, 368; 
Sanders, Hatfield and Moore, A Statement of Accounting 
Principles (1938) 28; and Sunley, ‘‘Seen in Published 
Financial Statements” (1935) 15 C.P.A. 682, 683. The 
accounting forms of the SEC require that the net sales 
figure (gross sales less discounts, returns and allow- 
ances) or gross revenue should be the first figures on 
the income statement. 

Of the 37 companies in 1930 and 54 in 1937 giving a 
sales figure, the following chart indicates the nature of 
the beginning figures used: 

Number of Companies 


Beginning Figures: 1930 1937 
Sales and Operating Revenue. 10 12 
37 54 


* In 1930, 2 of these companies also gave net sales; 
and the one company in 1937 also gave net. 

43 J. M. B. Hoxsey, in his address to the American 
Institute of Accountants, “Accounting for Investors” 
(1930) declared that so important is this figure regarded 
“that one of the great statistical companies has adopted 
the policy of refusing to recommend to its clients the 
securities of companies which do not give this informa- 
tion, on the ground that not enough information is 
disclosed to permit an adequate analysis.” Dean Landis, 
as Chairman of the SEC, characterized sales and cost of 
sales as “the most important’’ figures for income state- 
ment analysis. N. Y. Times, April 14, 1937, p. 46, col. 1. 
See also Graham and Dodd, Security Analysis (1934) 
4 Twentieth Century Fund, Securiiy Markets (1935) 

1. 


“ The following ratios of the investment analyst de- 
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Under the Securities Exchange Act, and 
the regulations thereto, corporations com- 
ing within the Act are required to list net 
sales in their registration statements and 
periodic reports to the Commission and 
exchanges, unless under Section 24(b) 
written objection to its disclosure is filed 
with the Commission. The Commission 
then “may... make available to the 
public the information .. . only when in 
its judgment a disclosure of such informa- 
tion is in the public interest.” A large 
number of companies objected to the dis- 
closure of these figures, and, in the early 
years of the administration of the Act, the 
Commission was very liberal in granting 
such petitions.“ The usual reason given 
for refusing to disclose sales and cost-of- 
sales figures was that it created consumer 
resistance where the gross-profit margin 
was wide and that its publication invited 
competition or gave an advantage to 
existing competitors, especially where 
the competitors’ figures remained undis- 
closed.” Investigations later revealed that 


pend upon the disclosure of the net sales figure: Ratio 
of operating profit to net sales; ratio of net income to 
net sales; ratio of net sales to average inventory; ratio 
of net sales to receivables; ratio of net sales to fixed and 
to total assets, and to net worth; and ratio of operating 
expenses to net sales. See Montgomery, Financial 
Handbook (1925) 233; Wall and Dunning, Analyzing 
Financial Statements (1930) 245 et esg.; Foulke, “Finan- 
S Ratios Become of Age” (1937) 64 J. of Accty. 203, 


The following chart indicates the number of com- 
panies which gave sufficient information to compute the 
operating income—net sales ratio: 


Net Sales and Net Operat- Number of Companies 


ing Income 
Figures: 1930 1937 
Sufficient information to make 
the computation.......... 28 48 
Of these no adjustments were 
necessary in.............. 15 27 
Adjustments were necessary in 13 21 


“ Securities Exchange Act, sec. 24(b). 
_,“* For a rather full discussion, see Comment, “Con- 
hdential Treatment of Information Required by the 
urities Exchange Act” (1938) 47 Yale L. J. 790, 794. 
“See Hoxsey, Accounting for Investors (1930) 15; 
Twentieth Century Fund, Security Markets (1935) 581. 
unley, “Seen in Published Financial Statements” 
(1935) 15 C.P.A. 682, 683, reports that of the appar- 


in most cases competitors and customers 
already had obtained the “confidential” 
information, and that disclosure had little 
effect upon buying policy.** As a result of 
this finding the Commission sharply re- 
versed its policy and now denies most of 
the requests.*® 

Generally speaking, these figures now 
reach the Commission and the stock ex- 
change on which the security is listed and 
they are available, theoretically, to the 
public. But as we have seen, this does not 
assure that the information is revealed in 
the annual reports to the stockholders.*® 
In the absence of rules to the contrary" 
by the exchange on which the security is 
listed, the scope of disclosure in annual 
reports rests purely in the management’s 
discretion. Of the 70 corporations included 
in this study (which probably are repre- 
sentative of the best accounting practices) 
37 corporations or only 53% reported net 
sales to their stockholders in 1930, whereas 
55 corporations or 79% reported the item 
in 1937. The 21% which did not report 
gross sales included such leading corpora- 
tions as National Biscuit, Quaker Oats, 
J. I. Case, Allied Chemical and Dye Corp., 
and Union Carbide and Carbon Corp.” 


ently hundreds of statements examined by him, ex- 
actly 50% failed to indicate their volume of business. 

See note 42 supra, for a summary of the opening 
items contained in the income statements of the 70 
corporations included in this study. 

48 Jd. at 795. Professor Sanders seems to have more 
faith in the protests against disclosure of sales figures 
than most commentators. See Sanders, “Accounting 
Aspects of the Securities Act’’(1937) 4 Law and Contemp. 
Prob. 191, 212-3. 

49 See Landis, The Administrative Process (1938) 42 
et seq. 

50 Compare the remarks of Wm. W. Werntz, Chief 
Accountant of the SEC, in an address delivered 
before the Controllers Institute of America on Septem- 
ber 27, 1938. 

51 Apparently the listing rules of the New York Stock 
Exchange do not require a disclosure of net sales or 
gross revenue, cost of sales, and selling, general and ad- 
ministrative expenses in the annual reports to stock- 
holders. 

52 Of the 70 corporations examined, the following did 
not disclose net sales in 1937: Allied Chemical & Dye 
Corp.; American Window Glass Co.; J. I. Case Co.; 
The Fairbanks Co.; Lehn and Fink Products Corp.; 
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Cost of Goods Sold. “‘Cost of goods 
sold,’’** assuming traditional classifica- 
tions, is an equally significant figure to 
investors when coupled with a disclosure 
of “net sales.’ If sales and cost of sales 
of the past are revealed, the investor is 
furnished with some basis for predicting 
the relationship of future costs with 
future sales, and the resulting gross-profit 
margin.® If both sales and costs of sales 
are given, any knowledge the investor 
may have as to the future increases or 
decreases in wages or other components of 
cost of sales and their possible effect upon 
the gross-profit margin will be useful. In 
addition, a knowledge of sales and cost of 
sales provides the investor with a basis for 


Lima Locomotive Works, Inc.; Midvale Co.; National 
Biscuit Co.; Old Dominion Co.; Parke, Davis & Co.; 
Quaker Oats Co.; Torrington Co.; Union Carbide and 
Carbon Co.; United Shoe Machinery Co.; Virginia- 
Carolina Chemical Corp.; Warner Bros. Pictures, Inc. 
In June, 1938, Allied Chemical & Dye Corp. had a 
case pending in the Second Circuit Court of Appeals 
to determine the validity of the Commission’s order 
under sec. 24(b)denying an application for confidential 
treatment of this and other figures. The National Biscuit 
Co., R. J. Reynolds Tobacco Co. and The Torrington 
Co. had all filed similar suits but later dismissed them. 
Securities and Exchange Commission, Third Annual 
Report (1937) 179. 

53 In concerns where services are sold rather than 
goods, “‘cost of goods sold” is not a workable concept, 
since the allocation of the direct costs of the services 
rendered is too difficult because ‘‘expenses” are inex- 
tricably mixed with “costs.” 

The figure “‘cost of goods sold” is normally sub- 
tracted from net sales and the resulting figure is usually 
called “gross profit’? and by some as “‘margin of sales.” 
The emphasis which has been placed on this item has 
been severely criticized by Professor Paton. Paton, 
“Shortcomings of Present-Day Financial Statements” 
(1934) 57 J. of Accty. 108, 123-5. 

54 The uses which may be made of the category ‘‘cost 
of goods sold” by the investor are outlined compre- 
hensively in Morrison, ‘“The Interest of the Investor in 
Accounting Principles” (1937) 12 AccouNTING REVIEW 
37, 40-1. And see Stockwell, How to Read a Profit and 
Loss Statement (1927) 65. 

5 A wide or narrow gross or net profit margin as 
compared with competitors in the industry is inconclu- 
sive, and suggests further investigation. Either may be 
a sign of strength or weakness. See Morrison, ‘The In- 
terest of the Investor in Accounting Principles’’ (1937) 
12 AccountinG Review 37, 41. In some situations, 
where the buyer is convinced that a rise in the cost of 
the product is imminent, a higher cost of production 
than that of competitors may be an inducement to pur- 
chase speculative stocks of. a low price range. See 
Graham and Dodd, Security Analysis (1934), 477-8. 
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accounting for variations in gross or net 
profit from one period to another. Yet 
despite its required itemization under Se- 
curities and Exchange Commission regula- 
tions, only 47 of the corporations studied 
listed the amount of the item “cost of 
goods sold” in their 1937 annual reports 
to stockholders. In 1930, the number was 
33. Very few of these corporations allo- 
cated “‘cost of sales” to minor operations, 
a segregation which, if the concept is to 
realize its maximum value, should be 
made where practicable.*’ 

The mere notation of the figure “cost 
of goods sold” on an income statement is 
not of much aid to an investor. Aside from 
the variations which might be expected to 
appear due to differences in the nature of 
businesses or industries, accountants, un- 
fortunately, are not in accord as to what 
elements of expense should be included in 
the item “cost of goods sold.” Investors 
are not so much interested in the exact 
way in which this item is finally defined 
as they are in having a complete descrip- 
tion of the contents of the figure together 
with such uniformity and constancy in its 
application as may practically be ob- 
tained. 

Accounting Terminology defines “cost 
of goods sold” as “‘the cost of those goods 
that have been sold and delivered during 
the period covered by the account. This 
consists ... in the case of manufacturing 
concerns of the total production cost of 
the goods sold, including raw materials, 
labor and manufacturing expenses.”® 

56 The causes of variations in profits from one period 


to another in accounting terminology are outlined in! 
Finney, Principles of Accounting—Intermediate (1937) 
477. 


5? Sanders, Hatfield and Moore, A Statement of At 
counting Principles (1938) 30, recommends that this 
segregation be made. In many companies, undoubtedly, 
the percentage of error in attempting to segregate eX 
penses may render the breakdown of dubious value. 
See Hamilton and Till, supra note 1, for a summary 0 
the inherent difficulties in allocating and segregating 
costs. 

58 American Institute of Accountants, Accounlng 
Terminology (1931) 109. Accounting terminology de- 
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“Total production cost of goods sold,” 
and “manufacturing expenses” are them- 
selves broad categories permitting great 
latitude in the inclusion or exclusion of 
specific items. With these loose phrases as 
their standard of judgment, accountants 
are called upon to allocate the myriad 
transactions encountered by modern busi- 
ness. Most items fall into familiar patterns 
which history and the traditions of the 
business assign to a particular category 
with little question; but borderline items 
must constantly occur, and there the dis- 
cretion of the management, the quality 
and integrity of its judgment play impor- 
tant roles. These factors are, undoubtedly, 
not constant from business to business or 
from year to year within a business. 
“Cost of goods sold,” as used in ac- 
counting, is a rather artificial concept ex- 
cluding other costs—selling, general and 
administrative expenses, maintenance and 
repairs, depreciation, taxes, etc.—which, 
from an economic standpoint, are as pri- 
mary as those costs which “contribute 
directly” to the physical fabrication of the 
goods or services. But the concept has 
some utility, and if it is to be of service to 
investors as a basis of analysis and com- 
parison, there should be some understand- 
ing as to what it includes and some con- 
sistency in its application from period to 
period by each business within an indus- 
try. Little uniformity is present today. 
Some corporations exclude wages; others 
include selling and administrative ex- 
penses, depreciation and even taxes in its 
determination.®® Frequently, it is impos- 
sible to determine what is included from 
the information given in the statements. 
The Securities and Exchange Commission, 


ome “manufacturing expenses” as “The cost of manu- 
other than material consumed and direct 
abor.” Id. at 60. This definition is almost the purest 
tautology. 


_ The lack of uniformity is illustrated in the follow- 
ing chart: 
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consistent with its approach to accounting 
problems generally, has proceeded very 
cautiously in obtaining adherence to an 
agreed definition, and merely requires an 
itemization of the amount of “cost of 
goods sold as regularly computed under 
the system of accounts followed.’’®® Con- 
sistent treatment as to the component 
items in this concept within an industry 
seems highly desirable.™ 

Selling, General, and Administrative Ex- 
penses. The considerations which suggest 
disclosure of ‘‘cost of goods sold” apply 
equally well to “‘selling, general, and ad- 
ministrative expenses.” Disclosure of its 
total is valuable for the purposes of com- 
parison with previous years, with similar 
expenses of competitors, and as a basis 
of estimating net profit figures of the fu- 
ture. Despite its importance, only 13 of 
the 70 corporations listed it in 1930 and 
but 24 in 1937, even though the SEC in- 


Contents of ‘Cost of Goods Number of Companies 
Sold” 


Figures given: 1930 1937 
Did not include Depreciation, 
or Selling, Gen. and Adm. 
Included Depreciation but not 
Selling, Gen. and Adm. Exp. 0 6 


Included Selling, Gen. and 
Adm. Exp. but not Depreci- 


33 47 

While there were 37 companies in 1930 and 54 in 
1937 which reported a net sales figure, 4 of them in 1930 
and 6 in 1937 omitted the “cost of goods sold” item. 

6° Form A-2, Instructions, p. 36; Form 10, Instruc- 
tions, p. 21; and Form 10-K, Instructions, p. 20. The 
SEC in Exchange Act Release No. 174 permitted mer- 
cantile establishments to include occupancy, buying, 
and publicity costs in “‘costs of goods sold”’; in the pro- 
posed new forms, however, publicity costs must be ex- 
cluded. 

61 See, as indicating another attitude, Sanders, Hat- 
field and Moore, A Statement of Accounting Principles 
(1938) 31: “The division of expenses into those to be 
included in cost of goods sold and those to be treated 
as subsequent income deductions may be left to the 
judgment of the management. In making this division 
it should be borne in mind that usually, though not 
necessarily, it determines also the cost items to be in- 
cluded in the inventory valuation.” 
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cludes the item in its four principal forms.” 
Selling expenses are usually defined to 
include all expenses in selling, salaries of 
salesmen, commissions, advertising, etc. 
Administrative expenses are those ex- 
penses incurred in conducting a business 
as distinct from the expense of manufac- 
turing, selling, etc. It usually includes the 
salaries of officers, rents of the general 
offices, office and general expenses. General 
expenses are considered to be those ex- 
penses which do not fall under the cate- 
gory of manufacturing, selling, or ad- 
ministrative.*™ Again, each of these con- 
cepts is extremely broad and loose, and 
unquestionably many borderline expendi- 
tures make it difficult for the accountant 
to determine proper allocation. 
Accountants, at least in their reports to 
stockholders, usually follow, as does this 
paper, the division of total costs of opera- 
tions into cost of sales, selling and distri- 
bution costs, and administrative and 
general costs. This classification puts into 
“costs of goods sold” only those costs 
which have an “observable effect”? upon 
plant operations—labor, material, and 
manufacturing overhead costs. These costs 
are assigned, by the cost accountant to the 
units sold. Other costs, selling, administra- 
tive and general expenses are often not 
allocated to the operations or units or 
period which they may affect, but are 
thrown into the income account of the 
period in which they are incurred. Where 
these costs bulk large, the inconsistency in 
handling the two types of costs may make 
the income account of a particular period 
misleading not only to investors but to 
management. Underlying this practice is 


8 Form A-1, p. 24, and Form A-2, Instructions, p. 37 
under the Securities Act; and Form 10, Instructions, p. 
22, and Form 10-K, Instructions, p. 21, under the Ex- 
change Act. 

88 The above definitions follow those given by the 
American Institute’s Committee on Terminology. 
American Institute of Accounting, Accounting Termi- 
nology (1931) 59-60. 

% See Paton, Accountants’ Handbook (1934), 157-8. 
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not only the practical difficulty of allocating 
selling and other costs to the period they 
affect, but an inarticulate premise that the 
“observable costs of production” are alone 
the “real” productive costs.™ From an 
economic point of view, all of the costs 
supply utility and are productive. 

In recent years, accountants, for pur- 
poses of securing more adequate internal 
control, have set up cost or expense 
classifications based upon more functional 
lines. Under these new classifications, the 
cost analysis may be in terms of operating 
or producing departments, by various 
revenue divisions, by territories, by types 
of commodities, etc.* The components of 
each classification change with the purpose 
and emphasis sought. While accountants 
have secured to management the benefits 
of these functional classifications, it has 
been assumed without question that the 
orthodox segregations are sufficient for 
investor purposes. Few, if any, studies 
have been made to see whether other 
classifications, along lines suggested by 
the work of the cost accountants, specifi- 
cally directed toward the needs of in- 
vestors, would serve those needs more 
adequately. 

Maintenance and Repairs. It is a gen- 
erally accepted principle of accounting 
that expenditures made for maintenance 
and repairs should be treated as a current 
operating expense, whereas expenditures 
for additions or betterments should be 
capitalized. The problem of allocating a 
particular expenditure to one of these two 
categories—perhaps the most troublesome 
question with which accountants and 
auditors are confronted®’—brings into 
high relief accountancy’s fundamental 

® Td. at 158. 

86 See Cogburn, “Burden Application,” (1938) 65 J. 
of Accty. 208-12; Paton, Accountants’ Handbook (1934) 
157-8, 1332-63. 

87 “Tn the audit of a large manufacturing establish- 
ment, this is the most troublesome account which the 


auditor is called to pass upon.”” Montgomery, Auditing 
Theory and Practice (Sth ed. 1934) 516. 
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problem: charges to capital versus charges 
to current operations.** 

Certain cases are clear. A new system of 
elevators is installed whose useful life 
will extend considerably beyond the cur- 
rent year’s operations. Theoretically, there 
islittle question but that its cost should be 
treated as an addition to the building ac- 
count to be written off through deprecia- 
tion allowances during its estimated life. 
Minor, regularly recurring adjustments 
are made in the plant to keep it in good 
working order. Accountants agree that 
these should be charged to current opera- 
tions. But the borderline cases, coming up 
in everyday operations, create more difh- 
culty. A part is replaced in an old ma- 
chine; new tires are bought; a roof is 
reshingled with new composition material 
rather than slate, or spruce is used rather 
than cedar—the cost and the utility may 
be greater, may be approximately the 
same, or may be less than the original. 
Increased utility may correspond with 
increased cost. Again, it may not; in- 
creased utility may result even though 
the cost of the new material is less than 
the old. The benefits of the expenditure 
may be fleeting, or may be extended be- 
yond the current accounting period. In 
the past, accountants have considered the 
problem soluble by the application of 
definitions. If the expenditure merely 
“replaced” “wear and tear on property,” 
and was not an “improvement or addi- 
tion” ;”° if it merely ‘‘maintained” and did 
not “increase” “‘the efficiency of the prop- 


“The intimate relationships of depreciation, re- 
pairs and betterments is seldom adequately treated in 
most books on accounting. . . . The student is led to be- 
lieve that these items are readily classified by the 
accountant from an examination of invoices, although 
nothing could be further from the truth . . .” Borth and 
Winakor, “Some Reflections of the Scope of Auditing” 
(1935) 10 AccounTINGc REvIEw 174, 180. 

® See the illustrations given in Kohler and Morrison, 
Principles of Accounting (1927), 313-4. 

” This is the definition of “Betterment” in American 
institute of Accounting, Accounting Terminology (1931) 
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erty repaired,” it was a “maintenance” 
or “repair” and chargeable to profit and 
loss; otherwise the expenditure was a 
“betterment” or “addition” and charge- 
able to assets.” But these definitions were, 
like most definitions, tautological and 
merely spelled out the mental pictures 
invoked when the word itself was sug- 
gested. All the definition could do in an 
actual situation was to pose the problem 
and present it to the expert engineer or 
plant manager for his judgment: a judg- 
ment which might vary in individual ex- 
perts, in different businesses, with differ- 
ent assets and for different purposes.” 
Usually these definitions were considered 
from the standpoint of broad classes of 
property or a whole enterprise, although 
in recent years better managed businesses 
have introduced detailed plant accounting 
and have reduced the size of the asset 
unit.” 

Few accountants seem to appreciate 
that the allocation of expenditures to 
capital or income on the basis of the pre- 
vailing metaphysical distinction between 
maintenance and repairs and additions 
and betterments violates cherished prin- 
ciples of accrual accounting and historical 
cost.” The fundamental basis of accrual 
accounting is that expenditures should be 
allocated to the period whose operations 
they can fairly be said to benefit. Thus, 
that portion of an expenditure which bene- 
fits current operations should be treated as 

71 See the definition of repairs, id. at 101. Not all 
“repairs” are allocated to profit and loss in accounting 
practice. “Repairs” are divided into two groups—“‘ordi- 


nary” and “extraordinary.” The latter is charged to 
asset accounts. 

7 Treasury Regulations are responsible partially for 
perpetuating these definitions in accounting practice. 
See U. S. Treas. Reg. 94, Art. 23(a)-4. 

78 Cf. Saliers and Holmes, Basic Accounting Princi- 
ples (1937) 483. 

™ Paton, Accountants’ Handbook (1934) 526 et seq., 
describes and criticizes these practices. See, also, Mason 
Principles of Public Utility Depreciation (1937) 23. 

% But see Paton, op. ctl. supra note 74; Mason, op. 
cit. supra note 74, and compare Kohler and Morrison, 
Principles of Accounting (1926) 313-5; Graham and 
Katz, Accounting in Law Practice (1932) secs. 119, 120. 
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an expense, and the portion which bene- 
fits future operations should be capitalized 
and then amortized during the applicable 
periods. If an item whose benefits extend 
to future periods is classified as mainten- 
ance or repairs and is thus charged wholly 
to current operations, the result is that 
expenses for the current period are over- 
stated and the income of that period 
correspondingly understated. Conversely, 
if future periods are not benefited and the 
item is classified as an addition or better- 
ment and capitalized, present income is 
overstated and future income under- 
stated.” The distinction between a capital 
expenditure and an income expenditure 
should not rest on whether the property 
is either “bettered” or “maintained” 
thereby, but rather upon the relation be- 
tween the anticipated useful life of the 
asset acquired and the length of the ac- 
counting period for which income is being 
determined.” 

Historical cost accounting principles are 
violated also by the application of the 
generally accepted definition of mainten- 
ance and repairs. Parts of a machine wear 
out and new parts are purchased at pre- 
vailing prices, not necessarily comparable 
with the cost of the original parts. If such 
replacements are charged to current op- 
erations, the asset account continues to 
reflect the cost of the original asset, 
whereas in fact after a period of years the 
asset consists of numerous replacements 
purchased at entirely different prices. 
Finally, by virtue of this cumulative 
process, the books reflect not the cost of 


76 Cf. Paton, Accountants’ Handbook (1934), 526-7. 
Justice Brandeis, dissenting in United Railways v. 
West, 280 U. S. 234, 260-1 (1930), expresses this point 
of view as clearly as any other commentator. 

77 “Tf the accounting period were increased from the 
customary year to a decade, most of which is now 
treated as capital expenditure would become chargeable 
to income; while if the period were reduced to a day, 
much of what is now treated as current maintenance 
would become capital expenditure.” May, ‘Improve- 
ment in Financial Accounts” (1937) 63 J. of Accty. 333, 
334. 
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the assets now in use but assets long since 
consigned to the junk heap. 

Such are the theoretical criticisms of the 
accepted definitions and distinctions be- 
tween maintenance and additions as they 
are currently applied in practice. The 
writers do not overlook the practical diffi- 
culties which may in some situations 
confront the accountant in applying a 
strict accrual system. In some businesses, 
or for some types of assets, a strict accrual 
system may involve an _ unreasonable 
amount of record detail for which more 
accurate results are not sufficient com- 
pensation.”* The prevailing question-beg- 
ging definitions, however, under which 
specific expenditures are categorized, pre- 
vent the application of accrual accounting 
even where bookkeeping economy is not a 
factor. 

What other interests does the investor 
have in this problem? Obviously, an in- 
vestor has a primary interest in the man- 
agerial-engineering problem of maintain- 
ing and advancing the plant’s physical 
equipment to keep it abreast or, if possible, 
ahead of the normal progress in the indus- 
try. In the long run, the particular account 
charged for expenditures for this purpose 
is of secondary consideration. No balance 
sheet or income statement, unless the re- 


78 For large nonrecurring types of expenditures, con- 
cededly, the general accrual method should be followed. 
But where the expenditures are frequent and constantly 
recurring, the theoretical solution may not always prove 
practical, due to the infinite amount of accounting de- 
tail necessary to carry it out. For instance, to follow the 
theoretically accurate method, where a firm has a large 
fleet of delivery trucks, would require a separate ac- 
count for each truck. This amount of detail might be 
considered too expensive. Consequently, the cost ac- 
countant may devise a more practical method of arriv- 
ing at a reasonably accurate figure. In the case assume¢, 
the cost accountant of the firm, from past experience, 
might have found that during past years, with a given 
number of trucks, so much per mile must be spent for 
tires, so much for repairs and so much for partial re- 
placements in order to maintain a reasonably efficient 
fleet of trucks. The sum of these items would then be 
treated as “maintenance and repairs” and charged to 
current operations. This device should work reasonably 
well where the number of items is large and constant 
replacement is necessary. 


corde 
indice 
is doi 
expen 
ment. 
tions 
the il 
reflec 
as to 
Since 
fact, 
as to 
shoul 
not, 1 
cate t 


the r 
distor 
result 
keep 

increg 
to as: 
opera 
isin 1 
tion. 

pende 
resist 
him, . 
reaso} 
is a 
expen 
the ir 


lar p 
sired, 
be ch 
charg 
both 
flated 
Or 
porte 
tailed 
paris 
79 Se 
(Sth ed 
8 
Sponsib 
ory and 
81 T 
mission 
Structio 


Accounting, Reports to Stockholders, and the SEC 


corded sums are clearly inadequate, can 
indicate definitely whether management 
is doing its job in making the necessary 
expenditures for maintenance and better- 
ment. Only the results of future opera- 
tions may throw some light upon it. But 
the income statement and balance sheet 
reflect the judgment of the management 
as to the allocation of these expenditures. 
Since it is so often a close question of 
fact, especially under the current practice, 
as to whether a particular expenditure 
should be charged to current revenue or 
not, management is in a position to allo- 
cate those expenditures to suit its particu- 
lar purpose. If a favorable showing is de- 
sired, expenditures which normally would 
be charged to current operations could be 
charged to assets, with the result that 
both assets and current profits are in- 
flated.”° 

Or if an unfavorable showing is desired, 
the reverse process is instituted. Often, 
distortions in allocation may come as a 
result of the desire of a plant manager to 
keep “costs” of operation down and thus 
increase the apparent profits by charges 
to asset accounts rather than to current 
operations.*® The investor or stockholder 
isin no position to prevent this manipula- 
tion. His first line of defense is the inde- 
pendent auditor who, he hopes, is able to 
tesist the strong forces arrayed against 
him, and who will refuse to approve un- 
reasonable allocations. His second defense 
is a disclosure of the allocation of these 
expenditures during a particular year to 
the income and the asset accounts, sup- 
ported, where practicable, by more de- 
tailed and illustrative schedules.*! Com- 
parison with previous years and with other 


..' See Montgomery, Auditing Theory and Practice 
(5th ed. 1934) 516. 

"See 1 May, Twenty-Five Years of Accounting Re- 
sponsibility (1937) 158-9; Montgomery, Auditing The- 
ry and Practice (5th ed. 1934) 517. 

"| The forms of the Securities and Exchange Com- 
mission require such itemization. See Form A-2, In- 
structions, p. 36 and Schedules II and VIII. 
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companies in the same industry may bring 
to light practices sufficiently flagrant to 
put him on guard. Both itemization in the 
income account and the schedules of 
changes in assets and the accounts charged 
with maintenance and repairs are now re- 
quired by the Commission. Important as 
this information is, very few corporations 
in their annual reports to stockholders, 
even in 1937, presented this figure in their 
profit-and-loss statements, and almost as 
few presented schedules of the changes in 
the asset accounts and the maintenance- 
and-repairs charges during the years ex- 
amined. In 1930 only two, and in 1937 only 
four, corporations gave a maintenance- 
and-repairs figure in the income state- 
ment. Six companies presented schedules 
of changes in assets both in 1930 and 1937 
and three companies tendered mainten- 
ance-and-repairs schedules in both years. 

Depreciation. Until fairly recently, many 
corporations did not make any provision 
for depreciation in computing income. In 
an investigation conducted in 1916, the 
Federal Trade Commission discovered 
that out of 60,000 apparently successful 
corporations doing at least $100,000 a 
year of business, fully one-half did not 
take depreciation into account at all.** In 
the years before the Federal income tax 
laws made depreciation allowances profit- 
able, it was not very difficult to disregard 
the fact of daily wear and tear on physical 
equipment in the urge to make favorable 
showings and pay dividends.* Deprecia- 
tion—the loss in physical or functional 
value, due primarily to ordinary wear and 
tear and obsolescence**—is as much a cost 
of doing business as is the cost of coal 
consumed in running the plant; it differs 


8 Ripley, Main Street and Wall Street (1926) 174. 

88 It was not until 1909 that the Supreme Court rec- 
ognized that allowances for depreciation were a legi- 
timate expense of operations of public utilities. See 
Knoxville v. Knoxville Water Co., 212 U. S. 1 (1909). 

% This definition follows Accounting Terminology 
(1931) 48-9. 
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from other costs only in that it does not 
represent an immediate, current outlay of 
cash. 

The annual provisions for depreciation 
affect both the income statement and the 
balance sheet. The debit entry represents 
an expense charge to income, increasing 
operating expenses and thereby diminish- 
ing income. The reciprocal credit entry to 
the depreciation reserve results in a reduc- 
tion in the net book value of the asset on 
the balance sheet unless the reserve is 
presented on the liability side. The latter 
practice is objectionable in that assets 
then will not reflect the estimated loss due 
to wear and tear; unsophisticated inves- 
tors may be misled by the larger aggregate 
balance-sheet totals. 

An investor has essentially two major 
interests in accounting for: depreciation: 
Is the allowance for depreciation treated 
as an operating expense? Are the allow- 
ances reasonable and adequate? 

No respectable accountant today, de- 
spite a curious confusion as to the nature 
of accounting for depreciation,*® would 
deny that the annual allowances should 
be treated as an operating expense and 
disclosed separately on the income state- 
ment. The SEC, of course, in all of its 
forms requires its itemization. Despite 
this unanimity of opinion, 22 corporations 
of the 70 studied in 1930 did not separately 
note their depreciation charges for the 
year; of the 22, ten mentioned that de- 
preciation charges had been deducted but 
did not disclose the amount; in 1937, 
sixty-six companies mentioned and dis- 
closed a depreciation charge; four cava- 
lierly continued to ignore it.*” 


% See Hatfield, Accounting (1928) 26; Hatfield, 
“What They Say About Depreciation” (1936) 11 Ac- 
COUNTING REvIEw 15-26. 

86 Form A-1, p. 24; Form A-2, Instructions, p. 36; 
Form 10, Instructions, p. 22; and Form 10-K, Instruc- 
tions, p. 22 and Schedule X. 

87 The following chart indicates roughly the account- 
ing treatment of the depreciation allowances in the in- 
come statements examined: 


Depreciation allowances have always 
been a fertile source of manipulation of 
income; they may be played with either 
to pack or minimize current profits.** Un- 
less the management is like Caesar’s wife, 
a careful investor must be prepared to 
compare the depreciation charges of his 
company over a period of years (assuming 
he can obtain the figures) in order to see 
if a consistent depreciation policy has 
been followed and if one year’s charges 
are not meager or overgenerous in relation 
to other years. 

A further comparison of the deprecia- 
tion figures and methods of similar sized 
companies in the same industry is desir- 
able.*® Accounting authorities disagree 
sharply as to the preferable system or 
theory of accounting for depreciation— 
retirement or depreciation systems. Among 
companies following the retirement sys- 
tem, there are no accepted methods of 
determining the amount of the annual 
provisions for retirements.°® Many con- 


Depreciation Item in Number of Companies 

Income Statement: 1930 1937 
Amount not disclosed sepa- 

Item mentioned but not dis- 

48 66 
Deducted prior to operating 

income figure............. 14 36 
Deducted after operating in- 

Allocated—deducted in two 


1 2 

** Ripley, relying on Cole’s American Wool M anufac- 
ture, points out that it is practically impossible to de- 
termine whether the American Woolen Co. earned its 
preferred dividends in the 15 years - to the World 
War since part of its surplus was the result of inade- 
quate provision for depreciation. Ripley, Main Sire 
and Wall Street (1926) 177. On the other hand the 
National Biscuit Co., prior to 1922, resorted to highly 
excessive charges to depreciation in order to conceal its 
large profits. The policy was abandoned in that year— 
the company multiplied its number of shares by seveD 
and quadrupled the amount of dividends paid. Jd. at 180. 

8 Investment analysts’ ratios are also helpful 
Graham and Dodd, Security Analysis (1934) 398 et seg. 

% The retirement system, while still used by many 
utility companies, is gradually being abandoned. A 
substantial number of states have adopted the uniform 
systems of accounts of the National Association of 
way and Utility Commissioners and of the Fede 
Power and other Federal regulatory commissions W' 
all provide for the depreciation system. 
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panies arbitrarily allocate an amount 
which they deem sufficient to cover the 
currently expected retirements. Others 
appropriate a fixed percentage of the gross 
revenue or sales. Many varieties of alloca- 
tion are also available under the deprecia- 
tion system—the straight-line method, 
the reducing-balance method (used in 
England), the sinking fund method, the 
annuity method, and the working hour or 
production method. As the Report of the 
Committee of the American Institute of 
Accountants on Coéperation with Stock 
Exchanges pointed out, each of these 
methods is “‘ . . . supported by respectable 
argument and by usage, and the charges 
against a particular year may vary a hun- 
dred per cent or more according as one or 
the other permissible method is em- 
ployed.” The wide area of discretion pres- 
ently available to management in the 
choice of methods of depreciation and the 
important consequences of that choice 
upon the net income figure for the year, 
require, in the investor’s protection, that 
the income statement should contain some 
explanation of the method used. Any 
change in method or significant changes in 
the technique of applying that method 
should be disclosed and the effect upon 
the year’s income noted.” 

Depreciation figures reported to stock- 
holders frequently differ, as do other 
figures on the income statement, from the 
depreciation deductions allowed by the 
Bureau of Internal Revenue under the 
Income tax laws. As a result, net income 
for income tax purposes differs from net 
income for corporate purposes. In any 
given case, however, the divergence may 
be perfectly justifiable from the investors’ 
viewpoint as well as the management’s.™ 


" Report of Committee of American Institute of Ac- 
countants on Codperation with Stock Exchanges, Re- 
ports to Stockholders (1932) 6. 

“ See Sanders, Hatfield and Moore, A Statement of 
Accounting Principles (1938) 32. 

"Such differences may arise from the fact that a 
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It is not until the termination of a business 
that anyone can say with some certainty 
what depreciation charges should have 
been made during any particular year. 
Prior to that, the “proper” depreciation 
charge is a rather loose estimate, varying 
with the judgment of men, the past ex- 
perience and traditions of the particular 
company and the industry, the method 
employed, and other innumerable vari- 
ables. It is not at all surprising that a 
judgment reached for income tax pur- 
poses—a reconciliation of the conflicting 
interests of a taxpayer and his govern- 
ment—will differ from a judgment reached 
for the purposes of reporting to stock- 
holders or for internal control. Neverthe- 
less, since the depreciation estimate has 
a long history of abuse and since it is al- 
ways a potential source of manipulation, 
investors should inquire more closely into 
the reasons for known differences. 
Extraordinary Gains and Losses—In- 
come vs. Surplus Allocations. A corpora- 
tion sells a building or securities in its 
investment portfolio and suffers a loss. 
Shall this loss, in either or both cases, be 
reflected in the income statement, be 
charged against earned, capital surplus, or 
an anachronistic unsegregated surplus 
account, or be set up as an asset to be 
amortized out of income of future years?™ 
Would the same rule apply if a gain were 


different base is used for tax purposes than for corporate 
purposes. Companies with a long corporate existence 
often have undergone one or more reorganizations or 
mergers under which they are permitted to use the same 
base for income tax purposes as was used by the prede- 
cessor corporation, whereas the base for corporate pur- 
poses may the reorganization or merger price. 
Similarly, the rates for depreciation prescribed by the 
Bureau of Internal Revenue may legitimately be con- 
sidered too liberal or inadequate for corporate purposes 
and therefore a different rate may justifiably be used. 

* Another possibility is to carry the gain or loss as 
an additional item in the net worth section, leaving the 
existing surplus accounts untouched, and at some future 
time absorbing it in one or more of the surplus accounts. 
See Sanders, Hatfield and Moore, A Statement of Ac- 
counting Principles (1938), 39. See generally Hatfield, 
Accounting (1928) 245-6. 
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realized? The corporation decides to 
write its plant down because depreciation 
and obsolescence charges in past years 
proved to be inadequate or because the 
corporation wants to reduce future depre- 
ciation charges in order to increase the net 
income of future accounting periods. Shall 
this charge be reflected in the income of 
the year in which the decision is made or 
shall it be attributed to some surplus ac- 
count? Similarly, how shall the writing 
off of goodwill, adjustment of prior years’ 
inventories or taxes, abandonment of prop- 
erty, losses from flood or fire, moving 
expenses, recovery of items previously 
written off, and all other “nonrecurring 
gains and losses” be handled? Is the same 
rule applicable to all of these items or to 
any one of them irrespective of its history 
and surrounding circumstances? The prob- 
lem is far from academic, for the policy 
followed in allocating these ‘extraordi- 
nary’ incidents of a business will affect the 
reported income very materially. If the 
United States Steel Corporation, for ex- 
ample, had followed an alternative advo- 
cated by the Tentative Statement of the 
American Accounting Association in han- 
dling these extraordinary items,® its in- 
come account for 1935 would have shown 
a net loss of almost $269,000,000 rather 
than the net income actually reported of 
$1,146,708. This incident is, of course, 
spectacular, but variations from 30 to 50% 
in the total income reported if another 
policy had been adopted are not uncom- 
mon.*? 


% “American Accounting Association, A Tentative 
Statement of Accounting Principles” (1936) 11 Ac- 
COUNTING REVIEW 187, 189-90. See postulates 8 and 11. 

% The corporation wrote its plant down $270,000,000 
—charging a previously appropriated earned surplus 
account. The “Tentative Statement,” supra note 94, 
would have charged it to the income account for the 
year, or would have had the income figures for the past 
years recast. 

*” Hosmer, “The Effect of Direct Charges to Surplus 
on the Measurement of Income” (1938) 13 ACCOUNTING 
Review 31, 43; Greer, “Uniformity in Accounting 


The investor’s needs in the handling of 
these gains and losses are two-fold: 

(1) The itemization and segregation of 
these ‘nonrecurring incidents” from the 
results of “normal” current operations; 

(2) Greater agreement among account- 
ants both in theory and in practice as to 
a workable general policy to be followed 
in allocating these items in order to mini- 
mize the possibilities of manipulation and 
to provide investors with a comparable 
basis for determining past results of the 
same company and other companies in 
the same or other industries. 

Accountants are probably agreed that 
substantial “nonrecurring profits and 
losses,” whether reflected in the income 
statement, or elsewhere, should be item- 
ized and segregated from the “ordinary 
recurring income” of the period.®* Obvi- 
ously, if these items are included in income 
without a specific indication of their pres- 
ence and amount, the investor is misled in 
his estimate of the probable future earning 
power. Accounting practice, however, has 
been far from meticulous in its observance 
of this principle of segregation.®® 


Statements,” Proceedings of the First Institute on Ac- 
counting (1938) 133. 

88 Schedule A of the Securities Act requires a dis- 
closure of all “charges... made against its various 
surplus accounts” and a differentiation of “recurring 
and nonrecurring income.” Subdivision (26). The Ex- 
change Act leaves the scope and contents of the finan- 
cial statements required to the discretion of the Com- 
mission. Sec. 12(b) (J) and (K). 

The instructions to Forms A-1 and A-2 under the 
Securities Act and Forms 10 and 10-K under the Ex- 
change Act contain almost identical requirements as to 
disclosure of all substantial non-recurring debits and 
credits. In addition, the required surplus schedules must 
specify all additions and deductions from surplus and 
indicate whether “they are of the nature of capital or 
earned surplus items.” Form A-2, Instructions, Sched- 
ule VI, at 46; and Form 10-K, Instructions, Schedule 
IX, at 32. 

The listing requirements of the New York Stock Ex- 
change also require a disclosure of ‘‘any substantial item 
of an unusual or nonrecurrent nature.” New York 
Stock Exchange, Committee on Stock List, Require- 
ments for Listing Applications (1937) 8. See also 
Investment Bankers Code of Fair Competition (1934) 
12; “Tentative Statement” (1936) 11 RE- 
VIEW 187, 189 (Postulates 8 and 11). 

% See Graham and Dodd, Security Analysis (1934) 
cc. 31, 32, for specific instances of abuses of this sort. 
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In the writers’ study of 70 corporations, 
over twice as many itemizations of extraor- 
dinary credits or debits, whether to in- 
come or surplus, were found in 1937 as in 
1930. While some of the increase may be 
attributable to a greater number of trans- 
actions affecting surplus in 1937, most of 
it seems due to a policy of non-disclosure 
in the 1930’s. The extent of non-disclosure 
persisting today is very difficult to deter- 
mine, since the item may be assimilated 
into another disclosed item or may be 
debited or credited without notation to 
some reserve account. Undoubtedly, cred- 
its are more likely to be revealed than 
debits. It seems clear that accounting mo- 
rality requires both full disclosure and 
segregation in all instances of substantial 
nonrecurring gains or losses. 

There are few accounting problems on 
which both theory and practice are in such 
confusion as in the allocation of “non- 
recurring” incidents of a business. The 
problem raises a fundamental query as to 
the nature and function of an income ac- 
count. One school of accounting, including 
most practitioners (to judge by their pub- 
lished reports) and many writers!” have a 
mental picture of “normal” or “recurring” 
operations of a business, producing finan- 
cial transactions ‘“‘applicable to the period 
under review’’—which are to be reported 


100 In the Matter of American Terminals and Transit 
Co., 1 SEC 701 (1936), the Commission held that 
the designation of a inonrecurring income item as 
“other income” was misleading. One of the principal 
deficiencies cited in the Commission’s Order for Hear- 
ing in the Associated Gas and Electric Co. delisting 
case, was the “failure to charge to registrant’s income 
account” certain extraordinary expense items. Securi- 
ties Exchange Act Release No. 1985 (January 13, 1939). 

11 See Stockwell, How to Read a Profit and Loss State- 
ment (1927) 367; Kester, Advanced Accounting (3d ed. 
1933), 356-7; Rowe, “Surplus Adjustments” (1933) 56 
J. of Accty. 291-3; Littleton, “Dividends Presuppose 
Profits” (1934) 9 AccounTING REviEw 304; Marple, 
Capital Surplus and Corporate Net Worth (1936) 144; 
1 Finney, Principles of Accounting—Intermediate (1937) 
112; and 1 May, Twenty-Five Years of Accounting Re- 
Sponsibility (1937) 325. In England, gains and losses on 
the sale of capital assets are regarded as increasing or 


decreasing capital, and are not reflected in the income 
account. 


in the income statement while nonrecur- 
ring transactions are not. The business 
activities and their resulting financial 
items which do not fall within this picture 
of the “‘normal” operations of the business 
are categorized as “‘extraordinary,” “‘non- 
recurring,” “not applicable to the period 
under review” and are dumped into some 
surplus account, preferably earned sur- 
plus. Vitality is supplied to this symbolism 
by the opposition to the capital gains 

Unfortunately, the lines between ‘‘nor- 
mal” and “abnormal’’ business activity 
are in practice very difficult to draw,’® 
and once drawn, may lead to serious dis- 
tortions in the presentation of income. 
There is the tendency of management, 
except for income tax purposes, to classify 
all doubtful gains as income and to charge 
all doubtful losses to surplus. Depreciation 
may be kept at undersized figures in order 
to increase the reported net income—the 
eventual loss being charged to surplus, and 
not to income. And where an item is 
debited or credited to surplus directly, it 
never is reflected in income reported—and 
the income statement becomes only a 
partial view of the total gains and losses 
encountered by the business. 

More important, perhaps than any of 
these reasons, the dichotomy of ‘“‘recur- 
ring,” and “nonrecurring” items results 
in a diversity of accounting practices 
which makes comparison between cor- 
porations difficult, and permits an easy 
manipulation of these items to either in- 
come or surplus as management may de- 
sire. As a reaction to the uncertainty and 
abuses of the “recurring” school, the 
Tentative Statement of Accounting Prin- 


102 The carryover is reflected clearly in 1 May, 
Twenty-Five Years of Accounting Responsibility (1937) 
319 et seg.; Littleton, “Dividends Presuppose Profits” 
(1934) 9 AccounTING REvIEw 304, et seq. 

103 See Hosmer, “The Effect of Direct Charges to 
Surplus on the Measurement of Income” (1938) 13 Ac- 
COUNTING REvieEw 31, 44-5. 
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ciples of the American Accounting Asso- 
ciation, proposes a drastic solution. Postu- 
late 8 states: 

“The income statement for any given period 
should reflect all revenues properly given account- 
ing recognition and all costs written off during 
the period, regardless of whether or not they are 
the results of operations in that period: to the 
end that for any period of years in the history 
of the enterprise the assembled income state- 
ments will express completely all gains and 
losses.”’!% 


The postulate contemplates an important 
change in the scope of the income state- 
ment; under the “recurring” view, re- 
ported income reflects only a portion of 
the total of the company’s business ac- 
tivities of the year. The Tentative State- 
ment proposes that income should include 
all changes in proprietorship from any 
causes during the period under review as 
well as any adjustments made to allow 
for profits and losses “which are not 
strictly applicable to the current period 
but which have been recognized in the 
accounts during that period.”?® In un- 
usual situations, where the “material 
losses or gains recognized during the cur- 
rent period actually apply to earlier 
periods,” the comment to Postulate 8 
suggests either of two alternatives: 


...Show the extraordinary charges or 
credits in the current income statement or... 
restate the income statement of the proper 
number of past periods. Should the latter alterna- 
tive be adopted, the revised statements of past 
periods should accompany the statement for the 
current period. It seems obvious that in any 
series of statements of corporate results adjust- 
ments of previously stated profits should not 
be excluded—adjustments which have been 
known to outweigh the total stated gain or loss 
for a considerable period of years.’’% 


Postulate 8 and its accompanying com- 
ments suggest many advantages. It makes 
the income statement present a total view 


104 (1936) 11 AccounTING REvIEw 187, 189. 
106 Td. at 190. 
106 Ibid. 
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of business activities; it is a simple rule, 
relatively easy to apply; it provides a 
more uniform basis for comparison be. 
tween corporations (under Postulate 11, 
these “nonrecurring” items are to be 
segregated from the operations section in 
the income statement); it shuts off an 
important source of manipulation and 
abuse. On the other hand, the postulate 
may be too rigid and too simple a solution 
for a highly complex problem. It may well 
be that it does not serve the interest of 
all concerned, the corporation, stockhold- 
ers, creditors, and the public, to have all 
of the transactions of the year reflected in 
the income statement. Some substantial 
adjustments and capital gains and losses 
have little relation to current operations 
and their inclusion in the income state- 
ment, even when segregated, may be mis- 
leading.” As Professor Hosmer has 
pointed out, application of the postulate 
to the United States Steel Company's 
$270,000,000 plant write-down charge to 
earned surplus in 1935 may have had dis- 
astrous consequences for the corporation 
and its stockholders.?°* 

Hosmer has suggested that Postulate 8 
should be accepted as a presumptive rule 
only; that presumptively all extraordinary 
gains or losses should be reflected in the 
income statement of the period in which 
they are recognized, unless the interests 


107 See Sanders, Hatfield and Moore, A Statement of 
Accounting Principles (1938) 39. 

108 Hosmer, supra note 102, at 49-50. If U. S. Steel 
had charged the $270,000,000 to income, with a result- 
ing $269,000,000 loss for the year, the effect upon the 
price of the company’s stock, and, perhaps upon busi- 
ness confidence, might have been of serious proportions. 
The alternative suggested by the Tentative Statement 
of recasting the income accounts would be very difficult 
to apply in practice since ‘“‘the proper number of past 
periods” for which depreciation and obsolescence were 
computed wrongly is perhaps impossible to ascertain. 
Furthermore, recasting past income statements, o 
course, cannot undo the effects of their previous publi- 
cation upon investors and the country at large. People 
have acted upon them already for good or evil. For fu- 
ture action, however, recasting may throw more light 
upon the corporation’s past than retention of old figures 
known to be wrong. 
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of the corporation, stockholders, creditors, 
or the public are affected adversely by such 
an allocation.’°* This formula, however, 
may be loose enough to enable manage- 
ment to rationalize under it many objec- 
tionable present practices." 

The Securities and Exchange Commis- 
sion under the Exchange Act has, until 
recently, permitted management a wide 
range of discretion in the allocation of 
“extraordinary” items. The instructions 
to the forms merely require disclosure and 
segregation of the “nonrecurring” items 
reflected in the income statement,” and 
a complete itemization of all additions and 
deductions to surplus in an attached sur- 
plus schedule.” These additions and de- 
ductions from surplus must “‘be so desig- 


10 Hosmer, “The Effect of Direct Charges to Surplus 
on the Measurement of Income’”’ (1938) 13 AccOUNTING 
Review 31, 43 et seg. See also Hoxsey, Writing Down 
Assets and Writing Off Losses (1933) 12. 

0 A fundamental source of the difficulty lies in the 
attempt to allocate gains and losses realized from trans- 
actions, years in the making, to one short fiscal period. 
Accounting marks off arbitrarily a continuous flow of in- 
terrelated events into periods measured by the fiscal 
year; an attempt is then made to isolate the related 
events into clean-cut transactions allocable to a definite 
period of time. The sharp distinction drawn between in- 
come statements and surplus statements—between in- 
come of one period and the income of past periods, and 
the resulting premium placed on a strategic allocation of 
a particular item to one or the other statements—fur- 
ther heightens the difficulty. It has been suggested that 
the cleavage wrought by the calendar year concept can 
be bridged somewhat by combining the income state- 
ment and the earned-surplus statement into a single 
net-worth statement, thus decreasing the importance of 
allocating a particular item to either income or earned 
surplus. Such a statement might start with the net 
worth at the beginning of the period. To this should be 
added, in the first subdivision, new capital contribu- 
tions. The next subdivision would be devoted to changes 
in net worth resulting from “normal operations.” The 
last section would reflect the payments of dividends and 
credits or debits for ‘extraordinary gains and losses” 
not fairly applicable to “‘normal operations,” finally ar- 
riving at the net worth at the end of the period. While 
anet-worth statement of this type does not solve the 
problem of allocating border-line items between income 
and surplus, it does tend to minimize the distinction and 
shifts the emphasis to a more complete disclosure of all 
accounting transactions recognized during the period— 
which, after all, is what the investor needs. 

_'1 Form A-2, Instructions, at 37; Form 10, Instruc- 
tions, at 23; and Form 10-K, at 21. 

12 Form A-2, Instructions, at 35 and Schedule VII; 
Form 10, Instructions, at 21 and Schedule VII; Form 
10-K, Instructions, at 19 and Schedule IX. 
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nated as to indicate clearly whether they 
are of the nature of capital or earned sur- 
plus items.”"* Nothing is said as to what 
items may or may not be charged to in- 
come, earned surplus, capital surplus, or 
reserve accounts." 

In the administration of the Securities 
Act, the Commission has had sharp in- 
ternal disagreements over the charging of 
certain items to capital surplus rather 
than to current operations or earned sur- 
plus. In the Northern States Power Com- 
pany and Chesapeake Corporation cases," 
the registrants had written up their assets, 
creating large capital surplus accounts. 
Against this account, both companies 
wrote off millions in unamortized debt 
discount and expense instead of amortizing 
by charges to profit and loss. In a third 
case, the Thermoid Company, among other 
doubtful accounting practices, charged off 
debt discount against an existing capital 
surplus account."* In another case, the 
Monongahela West Penn Public Service 
Company made a running “horseback 
appraisal” of its properties, crediting the 
writeup to an appraisal surplus, and in the 
following five years, charged abandon- 
ments of traction properties to this sur- 
plus. In all of these cases, the Commis- 
sioners unanimously disapproved the ac- 
counting, but the majority were content 
to force an amendment to the accountant’s 
certificate stating the alternative treat- 
ment of charging to profit and loss and 
what the effect of such a procedure would 
have been. A minority of the Commis- 
sioners took the view that reservations in 
footnotes or an accountant’s certificate 

13 Form 10-K, Schedule IX. 

14 Form A-1, under the Securities Act, more than 
any other form, directs the registrant to allocate his 


extraordinary items along approved accounting chan- 
nels. Instructions, at 32. 

16 These cases are commented upon by Commis- 
sioner Healy in an address, “The Next Step in Account- 
ing” (1938) 13 AccounTING REvIEw 1, at 2-4, delivered 
before the American Accounting Association in Decem- 
ber, 1937. 

116 Ibid. 
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were not enough, and that the company’s 
earnings records and earned surpluses as 
stated in their registration statements 
were untrue and amounted to misrepre- 
sentations."” 

In at least two subsequent instances, 
the Commission indicated a tendency to 
depart from the majority policy. In one 
case, a reproduction appraisal credited the 
resulting increase in “value” to capital 
surplus, and the company announced its 
intention of charging certain items such 
as organization expenses to this surplus. 
The Commission threatened stop order 
proceedings, and the company erased the 
entries and recorded its property at cost."8 
In another case, the registrant wrote down 
the net cost value of plant and equipment 
to a valuation established by the officers 
and charged the write-down against capi- 
tal surplus rather than earned surplus. 
The capital surplus was created specifi- 
cally for this purpose by a reduction of 
stated capital pursuant to resolutions 
adopted by the directors and stockholders. 
The opinion of Carman Blough, then 
Chief Accountant of the Commission, 
issued as Accounting Release No. 1, 
pointed out that the write-down of assets 
was a recognition of inadequate deprecia- 
tion charges against the income of prior 
years, and then stated: 

“Tt is my conviction that capital surplus 
should under no circumstances be used to write 
off losses which, if currently recognized, would 
have been chargeable against income. In case a 
deficit is thereby created, I see no objection to 
writing off such a deficit against capital surplus, 
provided appropriate stockholder approval has 
been obtained. In this event, subsequent state- 
ments of earned surplus should designate the 
point of time from which the new surplus dates. 

“Accordingly, in my opinion, the charge here 
in question should have been made against earned 


17 Healy, supra note 115, at 4-5. See, as supportin 
the minority view, ‘Accounting and the SEC” (1937 
12 AccounTING REviEW 309, 310. 

118 Healy, “The Next Step in Accounting” (1938) 13 
ACCOUNTING REVIEW 1, 5. 


surplus. In view of the stockholder action that 
has been taken, I see no objection to the deficit 
in earned surplus resulting from this write-off 
being eliminated by a charge to capital surplus 
created by the restatement of capital stock.’ 


Following changes in the personnel of 
the Commission,”° a firmer stand, ap- 
proaching the minority view, was taken. 
The new administrative policy was an- 
nounced in Accounting Release No. 4: 


“In cases where financial statements filed 
with this Commission pursuant to its rules and 
regulations under the Securities Act of 1933 or 
the Securities Exchange Act of 1934 are prepared 
in accordance with accounting principles for 
which there is no substantial authoritative sup- 
port, such financial statements will be presumed 
to be misleading or inaccurate despite disclosures 
contained in the certificate of the accountant or 
in footnotes to the statement provided the 
matters involved are material. In cases where 
there is a difference of opinion between the 
Commission and the registrant as to the proper 
principles of accounting to be followed, disclosure 
will be accepted in lieu of correction of the 
financial statements themselves only if the points 


119 SEC, Accounting Series, Release No. 1 (April 1, 
1937). A similar position was previously taken by a 
committee of the American Institute of Accountants in 
a report to the Committee on Stock List of the New 
York Stock Exchange in 1932. Postulates 17 and 19 of 
the Tentative Statement of Accounting Principles state 
the same proposition. “American Accounting Associa- 
tion, A Tentative Statement of Accounting Principles” 
(1936) 11 AccounTrING REvrew 187. The New York 
Stock Exchange has a standard clause in its listing 
agreement with corporations which reads similarly to 
Accounting Release No. 1. 

William W. Werntz, Chief Accountant of the SEC, 
in an address before the Annual Meeting of the Amer- 
can Accounting Association, December 28, 1938, at 
Detroit, stated that the Commission, in a number of 
cases settled over the conference table, has insisted that 
the absorption of an operating deficit through charges 
to capital surplus can be made only by stockholder’s 
consent after full disclosure of all surrounding circum- 
stances. Such transactions are considered to be quasi- 
reorganizations, whereby, through stockholder consent, 
earned surplus is relieved of the burden of absorbing 
_— losses, thus facilitating the future payment of divi- 
dends. 

120 Chairman James M. Landis resigned September 
15, 1937, and was succeeded by Mr. William O. Douglas 
on September 21, 1937; Commissioner J. D. Ross re- 
signed October 31, 1937; Mr. Jerome N. Frank took 
office on December 27, 1937; and Mr. John W. Hanes 
on January 14, 1938. The release was issued on April 25, 
1938. Subsequently Mr. Hanes resigned (June 30, 1938), 
and was succeeded by Mr. Edward C. Eicher. 
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involved are such that there is substantial au- 
thoritative support for the practices followed by 
the registrant and the position of the Commission 
has not previously been expressed in rules, regula- 
tions or other official releases of the Commission, 
including the published opinions of its Chief 
Accountant.’’!! 


It marks a major step forward to require 
that the laggards of the profession live up 
to the level of accounting practice for 
which there is “substantial authoritative 
support.” The release, however, contains 
many problems of interpretation. What 
constitutes “substantial authoritative sup- 
port”? Is the approval of a respectable 
minority of accountants sufficient? What 
will the Commission do if there is no gen- 
erally recognized practice or literature in 
regard to the handling of a particular 
transaction? Is the release applicable to 
“closed”’ transactions of past years—in 
other words, would the result of the North- 
ern States Power Company case have been 
changed if this release had been in exist- 
ence? If so, a large percentage of balance 
sheets now filed with the Commission will 
require substantial restatement in the light 
of an audit going far back in the com- 
pany’s history. Furthermore, many a cor- 
porate dividend, authorized in reliance 
on the accountant’s certificate, will, by 
the changed entries, now appear improper; 
directors, conceivably, may, thus, be sub- 
jected to criminal penalties and both 
stockholders and directors to restitution. 
These practical considerations suggest 
that it may be inadvisable to interpret 
Release No. 4 retroactively. On the other 
hand, other techniques, despite compar- 
able inconveniences, constantly revise old 
practices in the light of current knowledge. 
Unless the costs of restatement are pro- 
hibitive, accountancy and business should 
not insist upon the preservation in today’s 
accounting statements of the errors of the 
past. 


#1 SEC Accounting Series, Release No. 4. 


Segregation of the Sources of Surplus. To 
the accountant, surplus is merely the bal- 
ancing figure remaining after deducting 
the sum of the par or stated value of 
capital stock and all liabilities from the 
total of all assets. Surplus plus the amount 
of the capital stock represents the stock- 
holders’ equity in the assets of the cor- 
poration. The surplus reported may be 
only a book arithmetical surplus not 
realizable in the market place; it usually is 
no more than that where a substantial 
percentage of the total assets are fixed 
and are entered on the balance sheet at 
historical cost figures or at conjectural 
and usually sanguine appraisal figures. 

Surplus arises from highly diverse 
sources. Earned surplus, paid-in surplus 
arising from the sale of stock at a pre- 
mium, revaluation surplus, donated sur- 
plus, surplus from the sale of treasury 
stock, surplus from the reduction of stated 
capital are among the subdivisions of 
generic surplus. Their categorizations re- 
flect their origin. 

Genealogy is of great significance to 
surplus. Earned surplus holds an honored 
position because of its relationship to 
earnings and to dividends. Some of the 
other surpluses are offspring of illicit 
affairs (revaluation surplus) ; others of less 
dubious ancestry are not welcomed in the 
best corporate circles (surplus from re- 
statements of capital); still others have 
such ambiguous origins that they dare 
not, and frequently cannot, be revealed 
(unsegregated general surplus account). 
And commonly, all surpluses, other than 
earned, veil their past in the protective 
anonymity of the label “capital surplus.” 

Because of its relationship to earnings 
and dividends, earned surplus should be 
segregated and disclosed separately from 
all other surplus accounts. The Securities 
Act itself in schedule A provides specifi- 
cally for a disclosure of the “. . . surplus 
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of the issuer showing how and from what 
sources such surplus was created.’ The 
Exchange Act is not explicit on this point, 
but the Instruction Book for Form 10-K 
provides for the division of this item into 
(a) paid-in surplus and/or (b) other capi- 
tal surplus; and (c) earned surplus. 

In practice, however, these divisions, 
for past accounting periods, often are im- 
possible to ascertain. The surplus account 
may never have been segregated in the 
past, and no one can tell in what propor- 
tions dividends are to be taken to have 
been charged against its earned and non- 
earned components. Further, no one can 
tell how other past charges or credits, e.g., 
capital gains and losses, should be appor- 
tioned now in the general surplus account. 
And accounting theory, much less ac- 
counting practice, is not crystallized suffi- 
ciently to enable one to say with certainty 
whether certain doubtful items are to be 
charged against earned rather than capital 
surplus, or the converse. 

These inherent and historical difficulties 
have prevented the Commission from in- 
sisting upon its divisions of surplus in all 
cases. Surplus must be segregated, but 


. if in the accounts, separate balances for 
these are not shown at the beginning of the fiscal 
year, i.e., if the company has not, up to the open- 
ing of the fiscal year, differentiated in its account- 
ing for surplus as above indicated in (a) and/or 
(b) and (c), then the surplus may be stated in one 
amount,’’!5 


In the future, however, segregation of 
capital and earned surplus will be re- 
quired.’ 


12 Securities Act, Schedule A (25). See also Instruc- 
tion Books for Forms A-1, at 32, and A-2 at 46, n. 1, 
for the schedules and detail required by the Commis- 
sion under the Securities Act. 

#3 Schedule IX, at 32. Similar requirements are con- 
tained in the Instruction Book for Form 10, Schedule 
VII, at 26. 

14 Cf. Sanders, “Accounting Aspects of the Securi- 
ties Act” (1937) 4 Law and Contemp. Prob. 191, 200-2; 
Sanders, Hatfield and Moore, A Statement of Accounting 
Principles (1938) 92-7. 

1% Form 10-K, Instructions, at 19. 

26 A new form, now in the process of preparation, 


There has been a marked improvement 
in the disclosure of sources of surplus from 
1930 to 1937 in the 70 corporations 
studied. In 1930, 44 corporations of the 70 
had a single general surplus figure and no 
other; in 1937 the number had dwindled 
to 8. In 1930, 26 corporations indicated 
an earned surplus figure. Many of these 
divisions are, presumably, arbitrary seg- 
regations of an old general surplus ac- 
count.!27 


BALANCE-SHEET ASSET FIGURES 


Fixed Assets. The properties and re- 
sources of a business—the accountant’s 
assets—are divided broadly by the ac- 
countant for reporting purposes into two 
major groups—fixed and current assets. 
Fixed assets include those assets which are 
held more or less permanently, are not 
for sale, and, excepting investments, or- 
dinarily are consumed in the production 
of goods and services; their cost recovery 
is achieved only in the gross revenue re- 
ceived from the sale of such goods and 
services. Current assets, on the other 
hand, are assets which will be converted 
into cash or notes and accounts receivable 
in the forthcoming accounting period. 


may contain the following provisions concerning the 
segregation of surplus: “That companies organized since 
January 1, 1928, give a complete segregation of surplus 
as between (a) paid in surplus, (b) surplus arising from 
revaluation of assets, (c) other capital surplus, and 
(d) earned surplus.” Healy, ‘““The Next Step in Ac- 
counting” (1938) 13 AccounTING REVIEW 1, at 8. 
27 The following chart indicates the number of cor- 
porations disclosing the important surplus divisions: 
TREATMENT OF SURPLUS AND SURPLUS RESERVES 
Number of Companies 


Names of Surplus Accounts 1930 1937 
One Item, usually called “sur- 

44 8 
Earned surplus....... 26 57 
Capital surplus............. 12 30 
SUES... 10 5 
Revaluation............. ie 1 0 
Appropriated Surplus Reserve 

Accounts 
Companies with one figure... . 23 16 
Companies with reserves item- 


Companies with reserves in- 
cluded in Capital and Sur- 
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Numerous other classifications of the re- 
sources of a business are possible, of 
course, but from the viewpoint of record- 
ing cost and income, and the presentation 
of the liquidity of the business, the almost 
universally employed categories of fixed 
and current assets are presently regarded 
as the most useful. As one might expect, 
however, there is no clean cut distinction 
between them, and accountants are 
‘roubled frequently by borderline items. 
A variety of rules of thumb exist which are 
employed in distinguishing the two 
classes.128 

Within the category of fixed assets, ac- 
countants crowd into a few simple sub- 
categories—land, buildings, equipment, 
and one or two other groupings'*—all of 
the phenomena of the physical and man- 
made world which pass in the market 
place. This compression of a world into 
three or four neat pictures is accompanied 
by an intellectual exploit through which 
the physical world is transmuted into dol- 
lar values; Michigan soil and Texas mules, 
by the use of a quantitative unit, are 
made comparable and sometimes identical. 


28 Paton, Essentials of Accounting (1938) 745, states 
that the principal tests used in distinguishing fixed and 
current assets are: “‘ .. . degree of liquidity; (2) normal 
term or length of life; (3) rate of transfer to expense or 
loss; (4) technical character or method of use; (5) nature 
of business and intent of management.” 

29 Instruction 1 to the Form A-1 balance sheet, un- 
der the Securities Act, requires a schedule indicating the 
major classifications of the plant, property, and equip- 
ment account. Similar segregation is required by Sched- 
ule II of Forms 10 and 10-K under the Exchange Act. 
Forms 10 and 10-K require that, where practicable, de- 
preciation reserves shall be shown to correspond to clas- 
sifications of property, “separating especially deprecia- 
tion, depletion and amortization.’ 

The followi ing chart indicates the disclosure of these 
accounting requisites in the 70 corporations studied: 

Fixed Assets and Related Number of Companies 


Reserves 1930 1937 
Single entry............. : 8 0 
Single entry (net)........... + 2 
One Figure and one Reserve. . 39 41 
Itemized but no Reserve indi- 

Itemized with one Reserve. ... 8 11 
Itemized with allocated Re- 

9 17 
Reserve on Liability Side... . . 14 6 


All of this is presented in precise, un- 
equivocal terms."° 

Since dollar symbols do not attach in- 
herently to physical objects, some rational 
principle must be employed as the basis 
of making the transmutation.™ “Cost,” 
“reproduction cost,” and “sound value” 
or similar phrases attempting to express 
“current value’ have been most widely 
used in accounting history. With few 
exceptions,‘ accountants deny that ac- 
counting should purport to set forth cur- 
rent values for fixed assets,'* since it is 
almost impossible to attribute verifiable 
market or realizable values to specialized 
plant equipment permanently committed 
to a business. “Reproduction cost,” at 


180 Compare Hamilton and Till, supra note 1. 

131 A minimum of disclosure impels, regardless of the 
alternative employed, an adequate description of the 
basis used in recording fixed assets. In the recent delist- 
ing proceedings instituted against the Associated Gas 
and Electric Co., one of the deficiencies cited was 
the “failure to explain adequately the basis of deter- 
mining” the amount of fixed assets. In the Matter of 
Associated Gas and Electric Co., Securities Exchange 
Act Release No. 1985 (January 13, 1939). In 1937, 
only 43 of the 70 annual reports examined contained 
any indication of the basis—not an impressive record. 
It was, however, a decided improvement over 1930 
when only 21 of the 70 indicated the basis. 

18% See May, “‘The Influence of Accounting on the 
Development of an Economy” (1936) 61 J. of Accty. 11, 
17, pointing out that in a single act of the English 
Parliament the word “‘value” is said to have been used 
in twenty-seven senses. 

183 See May, supra note 130, at 15-21. There are a 
few dissenters, however. See Husband, ‘“‘Accounting 
Postulates: An Analysis of the Tentative Statement of 
Accounting Principles” (1937) 12 Accountinc RE- 
vIEW 386; Lorig, “Remarks on Tentative Statement” 
(1937) 12 AccounTING REvIEw 401-3. 

14 The SEC has not as yet passed upon the question 
of whether a balance sheet, under the Securities Act, 
may include writeups, “‘based on a proper appraisal,” 
of the increased value of assets over original cost. In the 
matter of Breeze Corporations, Inc., Securities Act Re- 
lease No. 1786 (1938), a stop order proceeding, the Com- 
mission was faced with the question of whether the in- 
clusion in the balance sheet of a substantial appreciation 
in the book value of registrant’s intangibles was ma- 
terially misleading. The Commission sidestepped the 
question of writeups since it found that the appraisal 
methods employed were arbitrary and unsound. See 
also, In the Matter of Unity Gold Corp., 1 SEC 
25 (1934); In the Matter of Haddam Distillers Corp., 
1 SEC 37 (1934); In the Matter of Continental Dis- 
tillers and Importers Corp., 1 SEC 54, 79 (1935); and 
In the Matter of American Terminals and Transit Co., 
1 SEC 701, 720 (1936). 
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best a factor of remote interest to inves- 
tors, leads to a periodic revaluation of the 
assets with its attendant expenses, and 
involves accountants or appraisers in a 
highly speculative game of estimating 
what it would cost to reproduce a specific 
piece of property which no one is actually 
thinking of duplicating. The accountant 
finds it safest, therefore, to resort to his- 
torical cost figures, and accountancy be- 
comes “...not essentially a process of 
valuation, but the allocation of historical 
cost and revenues to the current and suc- 
ceeding fiscal periods.” As such, the 
dollar values attributed to fixed assets on 
the balance sheet must be viewed, not as 
an available source of funds for the busi- 
ness or an indication of what the corpora- 
tion is “worth” as of the date of the ac- 
counting statement, but as charges to 
future operations whose predominating 
function is to insure cost recovery and a 
proper computation of income. Few in- 
vestors appreciate that the asset figures 
must be interpreted so narrowly.’ 

Thus the balance sheet, especially where 
fixed assets bulk large, is primarily an his- 
torical document reflecting original costs 
(or costs less depreciation). Such costs, at 
best, represent the “fair value” of the 
assets as of the date of acquisition. Fre- 
quently, however, they include sums “‘im- 
prudently invested” in the business as a 
result of engineering mistakes, insiders’ 
profits, and other elements. Original cost, 
while more objectively verifiable than the 
estimates of the appraiser, frequently is 


13% “American Accounting Association, Tentative 
Statement of Accounting Principles” (1936) 11 Ac- 
COUNTING REvIEw 201. 

186 Financial analysts use capitalized earnings as their 
principal basis of judging the value of a business. Capi- 
talized earnings, however, usually, except perhaps in the 
case of public utilities, bear little relation to either origi- 
nal costs, reproduction costs, or revaluation appraisals 
of the fixed assets. Accountants do not conceive it to be 
their function to correlate balance-sheet figures with 
capitalized earnings, or to note separately the latter on 
the balance sheet. 
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an elusive concept also, the contents of 
which vary according to purpose and 
definition. It may refer to the cost of con- 
struction to the builder or to the cost of 
acquisition to the owner to whose order it 
was made or to the cost of acquisition in- 
curred by the present owner.’ Thus any 
specific piece of property may have a num- 
ber of “‘costs.’8* In accountancy, “original 
cost” or “historical cost” usually refers 
to the cost to the present owner, except in 
the public utility field where two sets of 
cost figures are required by state and 
federal commissions—“‘...cost of... 
property to the person first devoting it to 
public service’ and cost to the present 
owner. Cost to the present owner rather 
than being a precise, ascertainable fact to 
be stated dogmatically on the balance 
sheet is often no more than an estimate. 
Where corporate stock is given in exchange 
for property, resort must be had to the 
“value” of the property or the stock to 
determine “original cost,’ and “value,” 


137 In the Matter of Breeze Corporations, Inc., Securi- 
ties Act Release No. 1786 (1938), predecessor companies 
of the issuer effected substantial writeups by arbitrary 
appraisals of intangibles. The registrant’s acquisition of 
these assets at the inflated figures was not an arms- 
length transaction and the Commission held that the 
statement of the cost figures without the inclusion of an 
additional statement showing to what extent these fig- 
ures represented writeups by the predecessor companies 
was materially misleading. 

1388 1 Bonbright, Valuation of Property (1937) 140-1. 

139 Federal Power Commission, Uniform System of 
Accounts Prescribed for Public Utilities and Licen- 
sees Subject to the Provisions of the Federal Power Ad 
(1937) 6. 

140 In a number of cases under the 1933 Act the Com- 
mission has issued stop orders suspending the effective- 
ness of registration statements for securities of enter- 
prises in the promotional stage on the grounds that the 
balance sheet did not properly record the cost or value 
of assets acquired through the issuance of securities. In 
each of these cases the Commission indicated that the 
basis for the asset figure should be “sound” appraisal 
methods competently and honestly applied or the fait 
market value of the stock at the time the property was 
acquired. See In the Matter of Unity Gold Corp., ! 
SEC 25 (1934); In the Matter of Continental Dis 
tillers and Importers Corp., 1 SEC 54 (1935); In the 
Matter of Big Wedge Gold Mining Co., 1 SEC %, 
107 (1935); In the Matter of American Terminals and 
Transit Co., 1 SEC 701 (1936); In the Matter of 
Yumuri Jute Mills Co., 2 SEC 81, 85 (1937); In the 
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as Bonbright has shown,™ is not a very 
clear concept. And where two properties 
are purchased jointly in a lump sum pay- 
ment or where plant assets are constructed 
by the company itself, the difficulties of 
segregating the joint costs or allocating 
overhead requires resort to the techniques 
of appraisers or cost accountants; their 
resultant figures—a ‘“‘fair allocation’”— 
may be little more than shrewd guesses. 
Cost figures, furthermore, are usually 
stated minus accrued depreciation allow- 
ances, which means, of course, that the 
depreciated cost figures are subject to all 
of the judgment factors that enter into 
the estimate of the depreciation allowance. 
Struggles of public utility commissions 
with operating utilities and of the Inter- 
state Commerce Commission with rail- 
roads in the determination of “original 
costs’ indicate that more is involved here 
than specious fault finding. Investors can- 
not regard cost figures as mathematically 
precise quantities which do not include a 
complex of speculation and discretionary 
elements virtually inherent in the cost 
recording process. 

Current Assets. Not all the assets of the 
corporation, however, are presented on 
the balance sheet at their historical cost. 
Under prevalent accounting practice, val- 
uation enters in the representation of cur- 
rent assets. These assets consist of cash, 
realizable securities, and inventories in- 
tended to be converted into cash in the 
course of the year (items, unlike fixed 
assets, of estimable market value). The 
market value of these assets is of impor- 
tance to creditors of the company, and, in 
view of their interests and the account- 


Matter of National Boston Montana Mines Corp., 2 
SEC 226, 250 (1937); In the Matter of Rickard 
Ramore Gold Mines, Ltd., 2 SEC 377, 389 (1937); 
In the Matter of Bering Straits Tin Mines, Inc., Securi- 
ties Act Release No. 1498 (July 2, 1937); and In the 
Matter of Virginia City Gold Mining Co., Securities 
Act Release No. 1615 (Nov. 16, 1937). 
“! Bonbright, Valuation of Property (1937). 
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ant’s tradition of conservatism, no more 
than this value is frequently shown on the 
balance sheet. This is the well known rule 
of “cost or market, whichever is lower.” 
A balance sheet, therefore, presents, at the 
very least, two “values.” Apples and 
horses are added together, mirabile dictu, 
but the result is neither four apples nor 
four horses but a very strange medley of 
the two. An identical pecuniary symbol 
attributed to each obscures the working of 
this magic. And no balance sheet exhibits 
as few as two different bases of values. 
Frequently, distinct categories of items in 
inventory will be represented at different 
bases on the same balance sheet. Invest- 
ment securities, securities of affiliates, 
marketable securities may not be valued 
by the same criterion." As we have seen, 
“cost” itself is far from being a readily 
determinable unitary concept. On a single 
balance sheet, reflecting a long corporate 
history, ‘‘cost’’ may be used in a number 
of different senses. This may be and fre- 
quently is true in a single balance sheet of 
all the other bases used in determining the 
value of assets.’ In view of these circum- 
stances, inherent in an all-purpose balance 
sheet called upon to serve the divergent 
functions of internal control, interests of 
creditors, taxation, and reports to stock- 
holders, investors must regard the “total 


12 As in the 1937 balance sheets of such corporations 
as American Sugar Refining Co.; Holly Sugar Corp.; 
Armour & Co.; Federal Mining and Smelting Co.; Co- 
lumbia Oil and Gas Corp.; Baldwin Locomotive Co.; 
Warner Bros. Pictures, Inc.; May Department Stores 
Co. 

143 Paton, Accountants’ Handbook (1934) 319, lists the 
following principal bases of security valuation for ac- 
counting purposes: “‘(1) Actual cost or amount invested; 
(2) market price; (3) appraised or estimated value; 
(4) value on issuing company’s books; (5) cost modified 
by accumulation or amortization; (6) maturity value.” 

144 Doran, “The Impact of Economics on Account- 
ing” (Jan. 1939) Edison Inst. Bull. 26, 28; Committee 
of American Institute of Accountants on Codperation 
with Stock Exchanges, Reports to Stockholders (1932) 
6[Reprinted in 1 May, Twenty-Five Years of Accounting 
Responsibility (1937) 115]. In addition, adjustments for 
price level changes are seldom made. 
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assets” figures of a corporation with sub- 
stantial skepticism. 

Current assets, representing the working 
capital of the business, are the most sig- 
nificant items on the balance sheet to 
management, investors, and creditors. The 
questions arising in their disclosure, from 
the investors’ viewpoint particularly, are: 
what items are to be included in this 
category (basis of classification), what 
basis of “‘value” should be used in comput- 
ing each category of items, and the extent 
of the disclosure necessary to serve the 
investors’ needs. 

Accounting literature indicates that 
many companies exclude all items from 
current assets which are not readily con- 
vertible during the course of a year. But 
this rule is by no means followed univer- 
sally.“ An investor is interested in know- 
ing the company’s particular scheme of 
classification (it may have one which is 
no more than a very rough working rule) in 
order to evaluate its current credit position 
in the light of the highly significant ratio 
of current assets to current liabilities, and 
other ratios,’*’ and the current credit posi- 
tion of competitors. Disclosure is also of 
value in inducing the corporation to use 
the same basis for current liabilities as for 
current assets—a necessary step in the 
analysis of the current credit position. 
Under both Securities Acts, the Commis- 
sion regulations provide that “‘items classed 
as current assets should be generally 
realized within one year,” but “generally 


145 Even in regard to this very significant figure, there 
were six companies in 1930 and two in 1937 which did 
not give a total for current assets. In 1930, nine com- 
panies included obviously improper items such as 
treasury stock and bonds; and in 1937, eight companies 
made such improper inclusions. The SEC has found 
similar deficiencies. Accounting Series, Release No. 7 
(May 16, 1938) 3. 

46 See Sanders, ‘Reports to Stockholders” (1934) 9 
ACCOUNTING REVIEW 201, 208. 

147 See Graham and Katz, Accounting in Law Prac- 
tice (1932) 168; Bowman, “Reporting upon the Cor- 
porate Investment” (1938) 65 J. of Accty. 396, 407-10. 
On investment analysis ratios generally, see authorities 
cited supra note 44. 
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recognized trade practices with respect to 
individual items, such as installment re- 
ceivables or inventories long in process are 
admissible, provided such trade practices 
are stated.”“* The word “generally,” 
while probably a necessary grant of dis- 
cretion, may permit items to enter which 
would distort an investor’s estimates. But 
while the Securities and Exchange Com- 
mission may consider basis of classification 
of current assets a significant item of dis- 
closure, not a single corporation of the 
seventy studied, in either 1930 or 1937, 
revealed its basis of classification for either 
current assets or current liabilities. 
Marketable Securities. When this item 
is included in current assets, it should 
represent only securities having a ready 
market, which can be liquidated without a 
material impairment of their values." 
Since this item figures so largely in the 
analysis of current assets, it is desirable 
that the basis of determining the balance 
sheet amount be shown. The Securities 
and Exchange Commission requires that 
if the amount is not shown on the basis of 
current market, such aggregate amount 
should be stated parenthetically.'®° Of the 
70 corporations studied, only 23 indicated 
the basis in 1930; by 1937, the number had 


48 Form 10-K, Instructions, at 14. 

149 “Tnclude only securities having a ready market. 
State in the balance sheet the basis of determining the 
balance sheet amount and, if not shown on the basis of 
current market quotations, state such aggregate 
amount parenthetically.”” Form 10-K, Instructions, 
14. It is understood that the proposed new forms con- 
tain a provision requiring in addition a parenthetical 
statement of the original cost of the securities. 

Professors Sanders, Hatfield, and Moore indicate an 
additional requirement: “this market should be suffi- 
ciently stable to absorb an orderly liquidation of the 
particular securities held by the company without ma- 
terially impairing the currently quoted values, or at any 
rate without reducing them below the prices at which 
the company carries them in its balance sheet.’ Sanders, 
Hatfield and Moore, A Statement of Accounting Princi- 
ples (1938) 72. Thus DuPont de Nemours & Co. does 
not list its vast holdings in General Motors as a current 
asset. See, also, Accounting Series, Release No. 7; and 
In = Matter of American Gyro Co., 1 SEC 83, 87 
(1935). 

1460 Form 10-K, Instructions, at 14, quoted supra note 
147. Forms 10 and A-2 contain similar instructions. 
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jumped to 48. Great diversity exists in 
the basis employed." 

Notes and Accounts Receivable. Since 
notes and accounts receivable appear as a 
current asset on the balance sheet, they 
should consist of items which, normally, 
will be liquidated in the regular course of 
business during the succeeding fiscal year. 
Receivables from officers, employees, and 
parent and subsidiary companies, if in- 
cluded, should be listed separately. Such 
receivables have a long record of abuses in 
corporate history and experience has 
shown that they often remain on the books 
for years. Inclusion of these items in cur- 
rent assets may thus result in an over- 
statement of the current position. Where 
significant differences in the light of trade 
practices exist, notes and accounts re- 
ceivable should be listed separately. The 
Securities and Exchange Commission per- 
mits the consolidation of the two items 
under the Exchange Act, but requires de- 
tailed segregation under the Securities 
Act.) 

Adequate reserves should be set up, as 
a deduction from listed assets, “‘to cover 
any difference between the book amount 
and reasonably probable realization.” 
The judgment of management and its 


41 Tn a study of 155 balance sheets and income state- 
ments published in 1934, the valuation of marketable 
securities was as follows: ‘“‘No basis indicated, 54; cost, 
50; market, 28; ‘cost or market,’ 10; miscellaneous, 13; 
a total of 155. Among the miscellaneous bases were: 
book value; lower than cost; subject to a ‘reserve’; lower 
of par or market; listed securities ‘at market,’ unlisted 
at ‘cost’; par; below market; bonds ‘at par,’ stocks ‘at 
par,’ stocks ‘at market.’” Daniels, ‘Corporation Finan- 
~ Statements” (1934) 6 Michigan Business Studies 51, 
n. 1. 

4 The instructions to Forms 10 and 10-K permit 
“Notes and Accounts Receivable” to be combined. In- 
structions, at pages 17 and 15, respectively. Form A-1, 
Item 54, requires segregation in considerable detail, and 
apparently segregation is also required in Form A-2. 
Form A-2, Instructions, p. 31. In the tentative drafts of 
the proposed new forms, trade notes and accounts re- 
ceivable are to be segregated, but a consolidated reserve 
is permitted. 

Sanders, Hatfield and Moore, A Statement of Ac- 
counting Principles (1938) 73. 
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accountants in the light of current condi- 
tions and the company’s past experience 
will determine the margin.’ Normally, 
unless warranted by increasing volume of 
sales on credit or greater anticipated 
losses, the reserve, unlike the depreciation 
reserve, should not increase from period 
to period, since it is considered applicable 
to existing and presumably collectible re- 
ceivables only. Such an increase may indi- 
cate that a “secret” reserve is being 
created. Unless a company has a back- 
ground of dissimilar results in the collec- 
tion of notes as distinguished from ac- 
counts receivable, there is little point in 
setting up a separate reserve for each. Few 
accountants would disagree, in principle, 
with these working rules. 

Of the 70 corporations studied, 34, in 
1930, presented a single figure for both 
notes and accounts receivable, and 24 of 
the 70 did not provide a reserve. In 1937, 
23 corporations presented a single figure 
for both accounts and 19, despite the 
standard of accounting practice prescribed 
by the SEC did not disclose a reserve.’ 

Inventories. In view of its importance 
in the analysis of the current credit posi- 
tion of the company and in the determina- 


144 There are two generally accepted methods of de- 
termining the amounts of the annual allowances for 
losses from uncollectibles. One is by analyzing the in- 
dividual accounts and the other is by basing the allow- 
ance upon the general past experience of the company. 
See Paton, Essentials of Accounting (1938) 411 et seq. 

18 The statistics for notes and accounts receivable 
and related reserves of the 70 corporations are as fol- 
lows: 

Number of Companies 


How Disclosed: 1930 1937 
Single entry (“net” not indi- 

Single entry (“‘net”’ indicated). 8 15 
One entry and one reserve... 10 9 
Itemized but no reserve...... 15 2 
Itemized and one reserve... . 17 30 
Itemized and allocated reserves 3 8 
Reserves on liability side. ... . 25” 3t 


* In 1930, two companies had the reserve separated, 
ten mentioned doubtful accounts in the name of the 
entry, and thirteen had reserves for contingencies with 
no mention of doubtful accounts. 

+ Three companies listed reserves for contingencies 
with no mention of doubtful accounts. 
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tion of income, full disclosure of informa- 
tion as to inventories is of material benefit 
to the investor-analyst. In addition to the 
desirability of segregation of major classes 
of inventories which is required by the 
Securities and Exchange Commission,® 
the investor is primarily interested in the 
bases used in the determination of the 
valuation of inventory. There are numer- 
ous possibilities: cost, replacement cost 
(market), cost or market whichever is 
lower, base stock, selling price, retail 
method, and others. The same corporation 
may, and frequently does employ a differ- 
ent basis for distinct items in the inven- 
tory.*’ And the same basis because of the 
nature of the materials with which it is 
concerned, means something entirely dif- 
ferent with varying items in the inven- 
tory.58 

The particular inventory method chosen 
has an important effect in the determina- 
tion of income. “Cost or market, which- 
ever is lower,” perhaps the most widely 
used method,™® seems to have been 
adopted in this country on the advent of 
the Federal Income Tax law, largely as 
an immediate method of reducing taxable 
income. But the accountants who 
adopted it for this purpose were short- 
sighted. While the method results in an 
understatement of income in the first 
period, it causes an overstatement in the 
very next.’ Either may have serious con- 
sequences for an investor. 


156 Form 10-K, Instructions, at 15. 

157 Examples are found in the 1937 annual reports of 
American Sugar Refining Co., Holly Sugar Refining 
Co., Firestone Tire & Rubber Co., Bethlehem Steel 
Corp., Pittsburgh Coal Co., Columbia Oil & Gasoline 
Corp., and others. 

488 See Paton, Accountants’ Handbook (1934) 418, 


20. 

189 Of the 70 annual reports studied, 39 in 1930 and 
45 in 1937 employed the “‘cost or market” method. 

160 Paton, ““Comments on A Statement of Accounting 
Principles” (1938) 65 J. of Accty. 196, 202. 

161 See Graham and Katz, Accounting in Law Prac- 
tice (1932) 191; Paton, “Comments on A Statement of 
Accounting Principles” (1938) 65 J. of Accty. 196, 203; 
and Barr, ‘‘Comments on A Statement of Accounting 
Principles” (1938) 65 J. of Accty. 319-23. 
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Andrew Barr has shown that under the 
first-in, first-out method of determining 
cost advocated by Paton, higher profits 
are noted in the income statement with 
rising price levels and lower profits with 
falling prices.’ These gains and _ losses 
are “realized” gains and losses only if the 
fiction of first-in, first-out is not ques- 
tioned. The replacement cost method 
(market), however, in its own way, clearly 
results in the inclusion of unrealized profits 
in the case of rising prices and losses not 
incurred in the case of falling prices. A 
growing school of accountants and econo- 
mists are now advocating adoption of such 
methods as the base-stock method, the 
last-in, first-out, and the inventory reserve 
method as more satisfactory means of 
eliminating fictitious gains and losses. 

In view of the important differences in 
the statement of income resulting from the 
adoption of one method rather than the 
other, an investor cannot “give thesame 
weight to profits of companies in the same 
business without knowing whether the 
profits to which their calculations are ap- 
plied have been computed on the same 
basis or how great the effect of a difference 
in method might be.’"** Few investors, 
and not all accountants, seem to realize 
this fact. And even when the same basis 
is employed in estimating distinct items in 
the inventory of the same company or 
where the same basis is employed by two 
different concerns, results may be far from 
uniform. 

A “cost” of an individual item in the 
inventory seems a simple matter to deter- 
mine. But so simple a word turns out to 
be the most generic of concepts, and its 


162 Barr, “(Comments on A Statement of Accounting 
Principles” (1938) 65 J. of Accty. 319-23. : 

163 Fictitious inventory profits have serious economic 
consequences. See Arthur, “Inventory Profits in the 
Business Cycle” (1938) 28 Am. Econ. Rev. 27-40. 


164 May, “Influence of the Depression on the Prac- 
tice of Accountancy” (1932) 54 J. of Accty. 336 [Re- 
printed in 1 May, Twenty-Five Years of Accounting Re- 


sponsibility (1937) 87]. 
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estimation creates endless difficulties for 
the accountant. Investigators for the 
Bureau of Internal Revenue in 1919 dis- 
covered, for example, that it meant very 
little to note that a particular company 
was on a “‘cost”’ basis; the nature of the 
basis could only be brought out by a care- 
ful study of the theories and procedures 
adopted by the management in working 
up its estimate.“ First is the question of 
how cost is to be defined. It usually 
includes invoice price, transportation 
charges, handling prices, and insurance. 
Sometimes buying expenses and unpack- 
ing costs are added. There is also the very 
dificult task of allocating costs to specific 
items in instances of joint products and 
by-products. The highest arts of the cost 
accountant may produce no more than an 
arbitrary division. The second major ques- 
tion which arises is what method is to be 
used in determining invoice costs. Many 
methods, each producing different results, 
compete for attention: first-in, first-out; 
last-in, last-out; average cost; weighted 
average cost; base stock method; actual 
cost of specific lots on hand, and others. 
Mere enumeration of these competing 
methods indicates some of the difficulties 
inherent in cost determination. Almost 
equal difficulties exist in the determination 
of the other available bases of inven- 
tories.1% 

The SEC, thus far, has adopted no rules 
on inventory valuation other than to re- 
quire a statement of the method of valua- 
tion adopted by the company.!®” William 


% Paton, Accountants’ Handbook (1934) 423-4. 

_ 1 See Paton, Joc. cit., supra note 156. For variations 
in the meaning of “market” see “The Valuation of In- 
ventory,” in “Report of the Special Committee on In- 
ventories to American Institute of Accountants” (1938) 
65 J. of Accty. 29, 30. 

‘" The forms require: “State separately in the bal- 
ance sheet, or in a schedule therein referred to, major 
Classes of inventory such as (a) raw materials; (b) work 
process; (c) finished goods; (d) supplies, and the basis 
of determining the amounts shown in the balance sheet. 
Any other classification that is reasonably informative 
may be used.” Form A-2, Instructions, p. 31; Form 10, 
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Werntz, Chief Accountant of the SEC, 
reports that practically all of the generally 
recognized methods of inventory valuation 
have been used by one company or another 
in the statements filed, and that the Com- 
mission seldom has found occasion to ob- 
ject to the use of any particular system.!® 
Werntz, however, has expressed serious 
doubts as to whether the mere designation 
of the system followed—“‘cost or market,” 
for example—constitutes sufficient disclo- 
sure.!®? The apparent solution is to call 
for more detail, but the problem is not so 
easily disposed of. As Werntz reports: 


“When a requirement was proposed calling 
for a clear indication of what was meant by cost 
or market, numerous commentators made the 
point that if the operations of a company were 
at all complex, several pages of explanation 
would be required by reason of the use of diverse 
methods. Others indicated that not much less 
than a text on cost accounting would suffice to 
illumine ‘standard’ costs. . . 


Instructions, p. 17; and Form 10-K, Instructions, p. 15. 
It is understood that the proposed revision of account- 
ing forms requires, in addition, a description of the 
basis to the extent practicable. 

168 Werntz, “An Approach to Accounting Problems” 
(An Address delivered before the Indianapolis Chapter 
of the National Association of Cost Accountants on De- 
cember 14, 1938; before the Illinois Society of Certified 
Public Accounts on December 16, 1938) 7. 

169 Tbid. 

170 Tbid. Consistency in the application of a particu- 
lar method from year to year and a clear indication in 
the company’s accounting statements of any changes in 
method from year to year may provide more protection 
to the investor than attempts at detailed description of 
the method employed. The Bureau of Internal Reve- 
nue’s regulations, designed, of course, clearly to reflect 
income for income tax purposes, do not prescribe specific 
methods to be followed, admitting that “inventory 
rules cannot be uniform.”” The emphasis is on consist- 
ency, and “... greater weight is to be given to con- 
sistency than to any particular method of inventorying 
or basis of valuation so long as the method or basis used 
is substantially in accord with these regulations.” 
Treasury Regulations 94, Art. 22(c)-2. The Bureau, 
however, is interested in the income, from year to year, 
of individual businesses only. Consistency in the appli- 
cation of a particular method over a period of years will, 
theoretically at least, result in the ultimate absorption 
of fictional inventory profits or losses produced by a 
method in a particular year. Investors, however, have a 
broader interest. They are interested in a method of 
inventorying which reflects most fairly the inventory 
for the particular year since they may decide to buy or 
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What does all this mean to the investor? 
First of all, he must learn to be extremely 
cautious and skeptical in his use of inven- 
tory figures both for credit ratios and for 
comparative purposes with corporations 
in the same industry. Secondly, he must 
not place too much faith in the disclosure 
of the basis of valuation since the nature 
of anyone of the bases varies so greatly 
depending upon the method and procedure 
employed, and the item with which it is 
concerned. Inventory figures, as so many 
other figures in accounting, must be taken 
as broad, loose estimates, as (if the pro- 
cedure and theories followed were accept- 
able) one of a number of alternative 
pecuniary valuations attributable to the 
units of goods in the inventory. Account- 
ing technique in its present stage of devel- 
opment cannot do more than this. 

Disclosure of an accepted basis, how- 
ever, assuming that the basis has been fol- 
lowed honestly and with an effort at 
consistency from year to year, does give 
an investor an opportunity to make his 
rough calculations; looseness of concept 
does not imply that concepts are not valu- 
able. While 1937 shows some improvement 
over 1930 in disclosure of the basis of 
inventory figures, the record is not alto- 
gether clean.!” 


THE NEED FOR “‘SINGLE-PURPOSE”’ 
STATEMENTS 


Reports to stockholders, whether judged 


sell on the basis of the income statement for the particu- 
lar year. Furthermore, they are interested in a greater 
uniformity of inventory methods from corporation to 
corporation and more detailed disclosure of the methods 
followed so that a basis of comparison of operating re- 
sults of different corporations is available. 
171 Presentation of Inventory figures: 
Number of Companies 


1930 1937 

Inventory Itemized with 

Amounts Indicated...... 16 17 

Basis Employed: 

Not indicated........... 19 5 

Cost or Market... 39 45 
Miscellaneous......... 6 16 
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by the standards set by the SEC or by 
one’s own lights, seem very inadequate. 
On vital counts, investors are left conjec- 
turing—sales, cost of sales, depreciation, 
inventories and surplus generally are so 
inadequately described that an investor 
does not have a minimum of information 
upon which to form an intelligent opinion 
on buying or selling.’”? The seventy cor- 
porations included in this study represent 
the best in American reporting practice, 
yet their accounting to stockholders falls 
far short of the minimum requirements 
which these very corporations must meet 
in their reports to the SEC. Unless ac- 
counting morality with respect to annual 
reports to stockholders improves sub- 
stantially within the next few years, im- 
position of standards of conduct by the 
SEC seems necessary in the interest of 
the shareholding public. 

Accounting conventions and rules of 
thumb attempt to bring ‘a sprawling 
domain of unsubdued facts’? and an 
almost infinite number of individual trans- 
actions into clean-cut, neat categories 
each denominated with some pecuniary 
value. Classification of these myriad and 
individualized events into categories and 
sub-categories—the components of which 
bear to the observer some similarity to 
each other—is, of course, essential if the 
phenomena of modern business are to be 
controlled. The types of classifications and 
categories developed in any discipline— 
and accounting is not an exception—are 
the products of a long evolution; the 
reasons for their origin, usually unknown 


172 The Twentieth Century Fund came to a similar 
conclusion: ‘‘... We have found that, despite some 
improvement during the past few years, a majority 
even of those companies whose issues are listed on the 
New York Stock Exchange do not disclose enough i- 
formation to render their balance sheets and income 
accounts intelligible to the average, well informed in- 
vestor.” Twentieth Century Fund, Security Markets 
(1935) 601. 

173 Hamilton, “Cost as a Standard for Price” (1937) 
4 Law and Contemp. Prob. 321. 
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to us now, may have been to serve some 
temporary convenience or more persistent 
business need. Their survival today in ac- 
counting practice is not conclusive of their 
survival value for all accounting purposes. 

Most of the classifications in accounting 
are broad and generic—very loose, ab- 
stract words and phrases into which we 
attempt to pack the divergent transactions 
of business life. Like most abstractions, 
they have no “real meaning” apart from 
concrete situations and specific purposes 
for which the abstraction is being em- 
ployed. No single definition of ‘“value,” 
for example, however convenient and 
simplifying it might be, can describe the 
word’s changing meanings with changing 
purposes. “Value” for rate making pur- 
poses is a term meaningless to anyone un- 
familiar with the struggles in American 
public-utility law.’ The accountant’s 
“valuation” of inventories at “cost or 
market, whichever is lower,’’ makes sense 
only in the light of its use by “conserva- 
tive” accounting practice to report the 
accountant’s “‘realized income.” Another 
set of “values” used by the accountant, 
“historical costs,’ is meaningful only in 
the light of the accountant’s conception of 
his function as a reporter of “‘the allocation 
of historical costs and revenues to the cur- 
rent and succeeding fiscal periods.!”5 

A fuller realization by accounting prac- 
titioners and teachers of the generic nature 
and purposive character of accounting 
categories should lead to a paring off of 
the broader concepts, the elimination of 
those which are meaningless or which no 
longer serve specific needs adequately, an 
application of existing concepts and the 
formulation of new ones in terms of specific 
situations and specific functions, and 


vm See 2 Bonbright, Valuation of Property (1937) 

15 “American Accounting Association, A Tentative 
Statement of Accounting Principles” (1936) 11 Ac- 
COUNTING REVIEW 187. 


to a healthy skepticism to counteract 
the appearance of certitude induced by 
mathematical symbols. More concretely, 
it should lead to a realization that ac- 
counting rules designed to serve the 
interests of management in private busi- 
ness may reflect, inadequately and un- 
fairly, the interests of employees, con- 
sumers, and the public in the enterprise, 
and that such rules may be rather irrele- 
vant as applied to the fiscal activities of a 
government. It should lead, further, 
within the precinct of accounting for man- 
agement, to a far greater development in 
the preparation of accounts for specific 
purposes—to “‘single-purpose”’ statements, 
varying according to the purpose for which 
they are prepared. A statement which at- 
tempts to account for the money presently 
invested in the business and to record 
costs during each income period—the his- 
torical balance sheet—cannot serve the 
purpose of determining the ‘‘present finan- 
cial worth” of a business; and rules de- 
signed to insure adequate tax returns, or 
rate control, or internal control for man- 
agement, or to reflect liquidity for credi- 
tors—all intermingled in the present “all- 
purpose” balance sheet—hardly suffice to 
guide an investor in his trading of securi- 
ties.1"” Professor Bonbright has indicated 
the technique for the development of the 
functional account: 


“Tt is to be hoped that the accounting profes- 
sion will give far more attention than it has 
heretofore given, to the effect on the ‘proper’ 
balance sheet and earnings statements of the 
specific purposes for which these financial docu- 
ments are customarily used. A good beginning 
could be made by assuming, first, that no use will 
be made of the company’s reports except by 
buyers and sellers of the corporate stock. In the 
light of this single assumed objective, all of the 
alternative procedures of accounting, such as 


176 See note 23, supra. 

117 See, as expressive of another point of view, Berle, 
‘Accounting and the Law” (1938) 13 AccouNTING RE- 
VIEW 9. 
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the valuation of fixed assets at original cost 
versus replacement cost, the use of straight-line 
versus sinking-fund method of depreciation, the 
booking of current assets at cost versus the lower 
of cost and market, and so forth, might be sub- 
jected to a critical rating of their relative merits. 
This task having been accomplished, the ac- 
countant might then forget the stockholder and 
assume that an ‘ideal’ set of financial reports is 
such a set as will best fit the needs of the credit 
department of a commercial bank. Still other 
objects ... would be taken up in turn. The re- 
sult of this inquiry would be the creation of 
standards for ‘single-purpose’ balance sheets and 
earnings statements. Further research would 
consider the question whether a workable multi- 
ple-purpose scheme of accounts might not be so 
devised that, by the aid of pencil and paper, a 
reader could reconstruct the accounts to fit his 
own requirement.”’!78 


178 1 Bonbright, Valuation of Property (1937) 253-4. 


The SEC has accepted the all-purpose 
accounting categories as sufficient for in- 
vestors and has confined its role to an in- 
sistence upon more adequate disclosure 
within the framework of those categories 
and upon a conformance with the stand- 
ards of accounting conduct recognized by 
the better textwriters and more careful 
practitioners. Almost alone of all agencies 
—governmental or private—the SEC has 
the resources, staff, and sanctions where 
necessary, to undertake the work of a 
reclassification of business data pointed 
toward the needs of stockholders and in- 
vestors. If the exploratory remarks in this 
essay are well conceived, investors and 
the general public will inevitably benefit 
if the SEC finds it possible to undertake 
this task. 


TIME AS A FACTOR IN DETERMINING 
DEBT-PAYING ABILITY 


F. W. WoopBRIDGE 


URING the last year and a half a 
ID small group have been considering 

the practicability of a statement 
which would clearly indicate whether a 
concern could pay its short-term debts 
when due. This consideration has led on 
to other related problems and considera- 
tions, and finally to a certain amount of 
experimental research. 

A brief review of the statistics of busi- 
ness discontinuances would seem to justify 
such research. From the beginning of this 
century business discontinuances have 
ranged from roughly 250,000 to nearly 
500,000 listed concerns each year.! This 
tremendous mortality, with its imposing 
losses (both direct and indirect), mounting 


1 Excluding financial institutions, railroads, profes- 
sional enterprises, and farmers. Source, charts prepared 
by Dr. Willard Thorp of the Department of Commerce. 


during these years at least into the tens of 
billions of dollars, has an important effect 
upon our economic, cultural, and social 
development. Our analysis has attempted 
to deal only with the immediate causes of 
this mortality without at this time consid- 
ering the innumerable contributing causes. 

It has seemed that in the great majority 
of cases the focal point of business mortal- 
ity is the actual or prospective inability of 
a concern to pay its debts. If this simple 
hypothesis be accepted it seems that the 
financial health of a business may be 
measured in terms of the distance that a 
concern is from this focal point of mor- 
tality. As a corollary it would also seem 
that definite evidence of financial ill health 
is indicated when a business is unable to 
pay its debts when they are due. 

Although a reasonably clear and under- 
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standable presentation of a concern’s abil- 
ity to pay its debts when due seems desir- 
able information which might be supplied 
by the accountant, no such simple presen- 
tation exists except when the cash and 
negotiable securities listed on the balance 
sheet are approximately equal to or in 
excess of the current liabilities, a condition 
which is enjoyed by only a few concerns. 
In the great majority of cases even the 
most rigorous classification of current as- 
sets and current liabilities fails to reveal 
whether a business can actually pay its 
short-term debts when they are due be- 
cause it does not indicate whether the 
realization of assets will be sufficiently 
rapid to meet the agreed liquidation dates 
of the liabilities. There are many examples 
of concerns whose balance-sheet showing 
appeared quite satisfactory at the begin- 
ning of a fiscal period but which were in 
the hands of creditors’ committees or 
bankruptcy courts before the year ended. 

Various ratios, percentages, and turn- 
over figures have been developed to assist 
those whose duty it is to determine debt- 
paying ability. The researches of Alex- 
ander Wall, Dun & Bradstreet, Inc., and 
others have advanced the usefulness and 
understanding of these procedures and 
have contributed much to credit economy 
—these formulae today constitute the main 
tools of the statement analyst. 

However, ratios, percentages, and turn- 
over figures as now used have certain very 
definite limitations—they can be used 
effectively only by those who have had 
considerable training and experience in 
this field, and are often grossly misleading 
to those lacking this training and expe- 
rience (for instance, the uncritical applica- 
tion of the naive concept that a 2:1 
current ratio is always satisfactory). Fur- 
thermore, the various percentages, ratios, 
and turnover figures are not susceptible of 
a codrdination which will present a com- 
bined or consolidated picture of debt- 


paying ability. Despite these limitations, 
it must be repeated that when used by 
trained interpreters these formulae are 
extremely valuable for the “outside” an- 
alyst who does not have access to the 
original data and who is limited in his 
direct analysis to the relationships existing 
between figures appearing on the state- 
ments. 

The ‘“‘insiders,” on the other hand, who 
are even more vitally concerned with the 
financial condition of the business than 
are the creditors, need not be limited in 
their analysis to the information presented 
on the statements. They have access to all 
of the financial data, and the value of an 
analysis which would give to these “‘in- 
siders,”’ particularly to the financial con- 
troller, a simple monthly schedule showing 
probable debt-paying ability in an un- 
derstandable form seems unquestionable. 
Such a schedule in a tentative form is 
presented in Figures 1, 2, 3, and 9. 

The basis of this schedule is the concept 
that the assets and liabilities, particularly 
the current assets and liabilities, presented 
on an ordinary balance sheet may be 
compared to the gears in an automobile. 
Each gear transmits a certain amount of 
power, depending upon its size and ve- 
locity, or rate of turnover. Similarly, each 
asset and liability has both size and ve- 
locity, or rate of turnover, and delivers or 
receives a certain amount of debt-paying 
power. The assets transmit values directly 
into cash or into some other asset. This 
other asset may be larger or smaller in 
amount and may have an entirely different 
volume of debt-paying power according 
to its size and velocity, or rate of turnover. 
On the other hand each item in the liabil- 
ity section absorbs debt-paying power 
according to its size and velocity, or rate 
of turnover. Viewed in this manner, debt- 
paying ability is dependent upon a proper 
synchronization of the size and velocity, 
or rate of turnover, of these various units 
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Tue X Y Z Store BALANCE SHEET, NOVEMBER 30, 1937* 


ASSETS 
CURRENT ASSETS 


Change Funds.......... $ 120.00 
Returned Checks........ 36.00 
Accounts Re- 
ceivable. .$10, 782.54 
Less Reserve 
for Bad 
Accounts. 1,247.67 9,534.87 
Balance on “Will Calls”.. 4,748.91 
Inventories. ...... 120,168.03 $134,607.81 
CHARGES. .... 1,995.24 
Agere (let). 16, 434.63 
OTHER ASSETS.... 34,970.40 
$189 , 431.04 


SYNCHRONIZATION SCHEDULE 


ASSETS 
EXPECTED REALIZATION 
Within 30 Days 
Returned Checks...... $ 
Accounts Receivable. . 
Balance on “Will Calls’ 


Inventory... 31,201.47 $40,326.27 


30 to 60 Days 


Accounts Receivable... 1,833.03 

Balance on “Will Calls” 404.43 

Inventory. . . 17,187.63 
60 to 90 Days 

Accounts Receivable... 1,293.90 

Inventory......... .. 11,665.47 12,959.37 
More than 90 Days 

Change Funds........ 120.00 

Accounts Receivable. . . 1,663.6 

Inventory... 2,350.92 64,134.54 


$134,607.81 


LIABILITIES 
CURRENT LIABILITIES 
Bank Overdraft......... $ 1,384.77 
Accounts Payable. ...... 49,819.41 
Automobile Letter of 
Notes Payable.......... 10,500.00 
Accrued Liabilities....... 3 "099. 57 $ 67,294.47 
OTHER LIABILITIES........ 14,870.52 
PROPRIETORSHIP 
CAPITAL, NOVEMBER 30, 1937.......... 107 , 266.05 
$189, 431.04 
LIABILITIES 
Dur DATES 
Within 30 Days 
Bank Overdraft....... $ 1,384.77 
Accounts Payable— 
36,405.36 
3.93 
Automobile Letter of 
172.83 
Notes Payable........ 3,000.00 
Social Security Taxes. . 164.91 
Accrued Expenses.... . 1,346.04 $42,477.84 
30 to 60 Days 
Accounts Payable— 
12,135.12 
Notes Payable........ 4,500.00 
Sales Tax Accrued..... 1,588.62 
Automobile Letter of 
60 to 90 Days 
Automobile Letter of 
172.83 
More than 90 Days 
Other Accounts Payable 1,275.00 
Notes Payable........ 3,000.00 
Automobile Letter of 
1,972.23 6,247.23 


$ 67,294.47 


* Taken from the research studies of J. R. Zazueta, B.S. in B.A. 
Actual figures have been coded to avoid possible identification. 


FIGURE 1 


on the two sides of the balance sheet. In 
other words, the sufficiency of cash with 
which to pay debts is dependent upon the 
size and velocity, or delivering power, of 
the assets in relation to the size and 
velocity, or consuming power of the lia- 


bilities. This being the case, the problem 
of measuring debt-paying ability on the 
date of a given balance sheet has been 
conceived as a problem of first, classifying 
the due dates of the current liabilities to 
determine their size and velocity, or rate 
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MacuInE Parts Co. BALANCE SHEET, NOVEMBER 30, 1937* 


ASSETS 
CuRRENT ASSETS 
Accounts Re- 
ceivable— 
Trade.... $19,846.44 
Less Reserve 


for Bad 

Accounts. 599.10 $19,247.34 

1,894.14 
Merchandise Inventories... 28,407.48 $49,548.96 
DEFERRED CHARGES................... 2,539.08 
Assets (Net). 30,375.03 
OrHER ASSETS...... 3,176.91 
$85 , 639.98 


LIABILITIES 
CURRENT LIABILITIES 
Bank Overdraft.......... $ 649.32 
Accounts Payable........ 8,253.45 
Contracts Payable........ 814.50 
Notes Payable........... 21,188.85 


Accrued Liabilities........ 2,210.82 $33,116.94 


SYNCHRONIZATION SCHEDULE 


ASSETS 
EXPECTED REALIZATION 
Within 30 Days 


$ 1,894.14 
Accounts Receivable.... 13,892.52 
Inventories.......... 


4,350.99 $20,137.65 


30 to 60 Days 
Accounts Receivable 
5,354.82 
. 10,882.83 16,237.65 
60 to 90 Days 


13,173.66 13,173.66 


ToTaL CURRENT ASSETS................ $49,548.96 


PROPRIETORSHIP 
CapITAL, NOVEMBER 30, 1937........... 52,523.04 
$85,639.98 
LIABILITIES 
Due Dates 
Within 30 Days 
Bank Overdraft........ $ 649.32 
Accounts Payable...... 8,253.45 
Contracts Payable...... 307 .95 
Notes Payable......... 2,850.00 
Taxes Accrued......... 1,707.84 $13,768.56 
30 to 60 Days 
Contracts Payable...... 198.60 
Notes Payable......... 2,100.00 
Accrued Items......... 502.98 2,801.58 
60 to 90 Days 
Contracts Payable...... 157.95 
Notes Payable......... 1,950.00 2,107.95 


More than 90 Days 
Contracts Payable...... 


150.00 
Notes Payable......... 14,288.85 14,438.85 


ToTaL CuRRENT LIABILITIES............ $33,116.94 


* Taken from the research studies of J. R. Zazueta, B.S. in B.A. 
Actual figures have been coded to avoid possible identification. 


FIGURE 2 


of consuming power; and second, classify- 
ing the expected realization dates or rate of 
delivering power of the assets, more par- 
ticularly the current assets, to ascertain 
if on the balance sheet date there is a justifi- 
able cash expectancy with expected realiza- 
tion prior to and in excess of the liabilities 
to be liquidated. 

An interesting comparison of the infor- 
mation which may be gained from ordi- 
nary balance sheets and the information 
available when this additional data is used 
may be observed by reviewing the con- 


densed balance sheets and the schedules 
which are presented in Figures 1 and 2. 
It is obvious from an inspection of these 
balance sheets that each concern should 
be carefully investigated before additional 
commitments are considered, for: 
1. Each has overdrafts. 
2. Each has a questionable current 
ratio. 
The XYZ Store 2+:1 
The Machine Parts Co. 1.5—:1 
3. Ninety per cent of the XYZ Store’s 
current assets is composed of in- 
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JouNnson’s Luscious Luncu.* BALANCE SHEET, AucustT 31, 1938 on th 
ASSETS LIABILITIES and tl 
CURRENT ASSETS CURRENT LIABILITIES 
1,614 $ 4,383 Contracts Payable.............. half ¢ 
3,232 
ADVANCES TO EMPLOYEES................. 19 Accrued Expenses.............. 1,826 $ 8,389 Marcl 
CHARGER... 1,009 d. 
hand | 
FIxED ASSETS ing gC 
26,908 PROPRIETORSHIP The 
Less: Reserve for Depreciation. 4,340 22,568 ALBERT JOHNSON, CAPITAL................ 19,590 ad 
an 
$27,979 $27,919 has i 
SYNCHRONIZATION SCHEDULE synch 
ASSETS LIABILITIES regula 
EXPECTED REALIZATION Dvr DATES dates 
Within 30 Days Within 30 Days 
$ 2,769 Trade $ 1,771 poore 
Inventory Contracts Payable............ 136 Mach 
(Approximately 2 dayssupply) 1,614 $ 4,383 Notes Payable............... 759 
Accrued Expenses............ 523 $ 3,180 term 
30 to 60 Days being 
Contracts Payable............ 136 due d 
Accrued Expenses............ 1,303 2,189 
senter 
60 to 90 Days of a 
Contracts Payable............ 136 
Notes Payable............... 750 886 attem 
Over 90 Days 
Contracts Payable............. 1,272 very 
Notes 862 2,134 adds 
$ 4,383 $ 8,389 of go 
make 
Note: Summary Analysis of Current Operations: hed 
Current Sales approximately $15,000 a month with an average net profit of 11.6=$1,740 sche 
Expected Free Income available monthly for liability liquidation.............. $2,215 re 
what 
* Taken from the research studies of J. R. Zazueta, B.S. in B.A. di 
Actual figures have been coded to avoid possible identification. istre 
FIGURE 3 ratio 
the 
ventory. This may indicate either liabilities are analyzed and Synchroniza- curre 
strength or weakness on this par- tion Schedules prepared showing the time hope 
ticular date, depending upon the of expected realization of current assets the e 
volume of the Christmas trade. and the due dates of current liabilities, able 
4. Sixty-three per cent of the current it appears that it will be more than sixty consi 
liabilities of the Machine Parts days before payments may be made on busir 
Co. is made up of notes payable, additional commitments by the XYZ Be 
indicating either a prolonging of Store. The financial manager of the XYZ for p 
ordinary short-term credits or Store can see at a glance that every pos- must 
heavy inroads on working capital sible effort must be exerted to increase the ules 
through bank loans. sales volume in order to close the gap eg., 
When the current assets and the current between the expected realizations (based and - 
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on the past experience of the business) 
and the payments he has agreed to make. 
Furthermore, with realization on over 
half of the inventory extending beyond 
March First it would seem that there is on 
hand a considerable amount of slow-mov- 
ing goods. é 

The Machine Parts Co., on the other 
hand, in spite of a lower current ratio, 
has its current assets and liabilities so 
synchronized that adequate realization 
regularly precedes the agreed liquidation 
dates of the liabilities. Thus, despite a 
poorer current ratio it appears that the 
Machine Parts Co. may incur some short- 
term debt with reasonable assurance of 
being able to make the payments on the 
due dates. 

The result of another analysis is pre- 
sented in Figure 3. This is the statement 
of a small restaurant chain and is an 
attempt to present a picture of debt- 
paying ability for a business which has a 
very rapid inventory turnover and which 
adds a large amount of service to the cost 
of goods appearing in the inventory. This 
makes it desirable to supplement the 
schedule with a footnote showing antici- 
pated free income available for debt liq- 
uidation. The formal balance sheet shows 
what seems at first glance to be a most 
distressing current position, with a current 
ratio of approximately 1:2. But when 
the liabilities are segregated according to 
due dates and the realization dates of the 
current assets are considered a much more 
hopeful condition is indicated. And when 
the expected amount of free income avail- 
able for liability liquidation is taken into 
consideration the financial affairs of the 
business assume a vastly different aspect. 

Before taking up the detailed procedures 
for preparing these schedules three points 
must be emphasized: 1, that these sched- 
ules are considered as tools of insiders, 
€.g., controllers, treasurers, and managers, 
and whether such statements should ever 


be made a part of a certified report is not 
considered in this paper; 2, that these 
schedules are not designed as a forecast— 
they are an analysis of asset and liability 
synchronization on the date of the balance 
sheet (in other words, a codrdinated anal- 
ysis of the time condition as well as the 
amount condition); 3, that this is merely 
a progress report, and the methods of 
presentation and the techniques used to 
procure the figures are still in a formative 
stage. Although the results of present 
tests are encouraging, it has not yet been 
possible to make a sufficient number of 
these tests to determine the useful limita- 
tions of the schedules or to be sure that 
the techniques cannot be materially im- 
proved. 

The figures on these schedules have been 
developed from procedures based upon 
the following reasoning: 

1. That current liabilities are definite 
facts at the moment of the balance 
sheet and, therefore, require classi- 
fication only according to due 
dates. 

2. That the realization of the assets 
is affected by both seasonal and 
cyclical factors. 

3. That these factors should be taken 
into consideration on the basis of 
the actual past experience of the 
particular concern. 


To accumulate the necessary experience 
data we have in most cases analyzed three 
separate three-month periods. These are: 


1. The three months preceding the bal- 
ance sheet date in the current year. 

2. The corresponding three months in 
the preceding year. 

3. The three months succeeding the 
balance sheet date in the preceding 
year. 


Thus, if a balance sheet is to be pre- 


sented on June 30, 1938, the periods to be 
considered may be illustrated as follows: 
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June 30, 1937 


Apr. May June | July Aug. Sept. 
3. 
June 30, 1938 
Apr. May June | July. Aug. Sept. 


. | Period of expected 
| realization 


If seasonal fluctuation were the only 
varying influence it would be reasonable 
to believe that realization would proceed 
during the three-month period following 
the date of the current balance sheet at 
the same rate it did during the corre- 
sponding period of the preceding year (3 
above). Seasonal fluctuation, however, is 
not the only factor causing changes—the 
current year may vary widely from its 
predecessor. For this reason it has seemed 
necessary to compare the three-month 
period just preceding the balance sheet 
(1 above) with the corresponding period 
of the preceding year (2 above). Any 
trends indicating increasing or decreasing 
realization velocities of the various assets 
may, then, be taken into consideration. 

Realization for the three-month period 
following the balance sheet is then based 
on the experience of the corresponding 
period of the previous year (3 above) 
after the figures for that period have been 
adjusted to reflect the changes between 
the preceding period of the former year 
(2 above) and the corresponding period 
of the current year (1 above). Thus, if 
sales had declined 15% and collections 
10% during April, May, and June of 1938 
in comparison with April, May, and June 
of 1937, realization for July, August, and 
September of 1938 would be anticipated 
by adjusting the actual rate for these 
three months in 1937 to reflect this change 
which has occurred in the preceding pe- 
riod. 

Figures 4 to 8 inclusive show the sum- 
marizing procedures in one of the cases 
recently studied and represent the anal- 
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ysis of a June 30, 1938, balance sheet. 
These working papers were prepared to 
accumulate the figures appearing in the 
Expected-Realization Section of Figure 
9, which was the first Synchronization 
Schedule prepared for the ABC Distribut- 
ing Co. It should be borne in mind 
that where such statements are presented 
monthly a relatively small amount of 
work would be required at the end of each 
month, for all of the figures for the pre- 
ceding months would have been accumu- 
lated and organized as a part of the regular 
routine. 

As a first step in preparing the figures 
for the Synchronization Schedule the cur- 
rent liabilities outstanding on the date of 
the balance sheet were classified according 
to due dates on a less-than-30-, 30-60-, 
60-90-, and over-90-day basis. It has not 
been considered necessary to include an 
illustrative work sheet for this simple 
process, but we may consider such a classi- 
fication sheet as Working Paper No. 1. 

The first and basic step in the analysis 
of the assets is a monthly aging of the 
accounts receivable as of the close of each 
month which must be considered. These 
aging sheets would be Working Paper No. 
2. This Working Paper, because of its 
common use, is also omitted from the 
illustrative material. The work is done in 
the conventional manner and on ordinary 
work sheets, by classifying the accounts 
according to those that are less than 30 
days, 30 to 60 days, 60 to 90 days, and 90 
days and over. 

As each monthly aging sheet is com- 
pleted the columnar totals are transferred 
to Working Paper No. 3, Figure 4? in the 
following manner. The total of all receiv- 
ables listed in the less-than-30-days col- 
umn of each of these aging sheets repre- 
sents the unpaid balance of sales of the 
current month. Each of these totals, then, 


* This illustration covers only sufficient months for 
this particular case, in which the inventory was entirely 
turned over in less than 60 days. 
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ABC Distrisutine Co. 
WORKING PAPER ‘‘4”’ 
COMPUTATION OF CASH SALES BY MONTHS 


Net Monthly Less Unpaid Balance 
Sales Per Monthly Aging Monthly Cash Sales Per Cent 
(From Sales Amount Cost of 
; Records) (From W.P. #3) Per Cent Amount PerCent Sales 
1937: 
April.....; $71,269.00 $44,638.00 62.6 $26,631.00 37.4 9419 
46,394.00 67.4 22,408.00 32.6 9409 
53,335.00 71.6 21,150.00 28.4 
August 74,869 .00 50, 188.00 67.0 24,681.00 33.0 9425 
1938: 
April...... ... $54,986.00 $36,988 .00 67.3 $17 ,998 .00 $2.7 9425 
May. 62,225.00 44,800.00 72.0 17,425.00 28.0 9413 
62,160.00 42,476.00 68.3 19,684.00 31.7 9400 


Note: Actual figures have been coded to avoid possible identification. 


Figures used are to the nearest even dollar. 


Taken from the research report of Richard R. Cole, B 


S. in C.P.A. 


FIGuRE 5 


represents the amount that should be 
realized in subsequent collections and is 
the upper figure in each monthly section 
of Figure 4. Thus, $44,638, $46,394, 
$53,335, etc., represent the total of the 
less-than-30-day columns on succeeding 
monthly aging sheets. Each of the succeed- 
ing figures represents the totals of the 
columns indicated on the aging sheets 
of succeeding months. For instance, the 
June 30, 1937, Accounts-Receivable Aging 
Sheet had a total of $53,335 in the 0-30- 
day column, $13,613 in the 30-60-day 
column, and $5,762 in the 60—90-day 
column. Thus Working Paper No. 3 is 
built up from the column totals of suc- 
cessive monthly Aging Sheets. After mak- 
ing adjustments for deductions result- 
ing from returns, allowances, notes, etc., 
(omitted from the illustration) the differ- 
ences between these monthly figures repre- 
sent the cash realized from the sales made 
during the particular month for which the 
section is provided. After all of these cash 
figures are obtained the desired percent- 
ages may be calculated. 

The monthly cash realized from sales 
and the percentages of cash sales and 
unpaid credits at the end of each month 
may then be determined as indicated in 
Working Paper No. 4, Figure 5. For the 


purpose of this analysis Cash Sales com- 
prise all sales made during a month for 
which cash is received within that month. 
At the extreme right of this Working 
Paper is a column showing the percentage 
of Cost of Goods Sold to Sales. These 
figures are taken from the monthly Profit- 
and-Loss Statements and are used in the 
following Working Paper. 

On Working Paper No. 5, Figure 6, the 
sales figures listed on Working Paper No. 
4 are adjusted to amounts showing the 
Cost of Goods Sold. The cost figures which 
apply to credit sales are then broken down 
on the basis of the percentages obtained 
on Working Paper No. 3, to show the 
months in which the cash covering these 
costs was actually realized. It may be 
observed from this statement that inven- 
tories have been considered as being real- 
ized in the following order: 

1. Cash sales of the first month. 

2. Credit sales of the first month. 

3. Cash sales of the second month. 

4. Credit sales of the second month. 
and so on until the inventory balance has 
been absorbed. With this concern the 
second month’s sales were always great 
enough to more than absorb the inventory. 
Therefore, the last figure in each monthly 
section is only sufficient to complete the 
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A BC Distrisutine Co. 
WorKING Paper “6” 
COMPUTATION OF REALIZATION OF ACCOUNTS RECEIVABLE 


Balance of 
June 30, 1937 
Accounts 
Receivable 
$78,726.00 


48 ,823.00 


Realization 
Amount Per Cent 
Balance at June 30, 1937 

(From control account)... . 
Balance at July 31, 1937 
(From control account)............... 
Less: July Credit Sales 


29,903.00 $48,970.00 
Balance at August 31, 1937 
Less: July Credit Sales 
(From W.P. “3’’)............. $17,051.00 
August Credit Sales 


74,165.00 


67,239.00 6,926.00 22,977.00 29.1 


Balance at September 30, 1937 
Less: July Credit Sales 
August Credit Sales 

September Credit Sales 
(From Sales Record).......... 


Balance to be Collected. .. 


78,620.00 
11,039.00 
21,532.00 


44,259.00 76,830.00 1,790.00 


5,136.00 6.5 
1,790.00 2 


Figures used are to the nearest even dollar. 


| 


Taken from the research report of Richard R. Cole, B.S. in B.A., C.P.A. 
FIGURE 7 


inventory realization for that section and 
does not represent the entire amount of 
that particular class of sales. Thus, $7,001 
is only the sufficient part of the June credit 
sales to absorb the remaining value of 
inventory carried on the April 30 balance 
sheet. 

The procedures followed in Working 
Paper No. 6, Figure 7, are, I believe, quite 
obvious. The purpose of this Working 
Paper is to determine the percentage of 
collections on the June 30th receivables 
of the previous year. If required, adjust- 
ments to the realization figures thus ob- 
tained should be made for notes, returns, 
write-offs, etc., before the realization per- 
centages are determined. In this case the 
variations between April, May, and June, 
of 1937, and the corresponding period of 
1938 were so slight that no cyclical adjust- 


ment was made and consequently no 
Working Papers have been included for 
these periods. But this important step 
should not be overlooked as at times 
collection conditions have wide varia- 
tions. 

Because of the credit policy of this con- 
cern, notes receivable are seldom charged 
back or renewed. For this reason it was 
necessary only to schedule the due dates 
of the notes, and this simple working 
paper has been omitted. 

Working Paper No. 7, Figure 8, shows 
the adjustments which have been made 
because of a decrease in 1938 sales for 
April, May, and June from the corre- 
sponding months in 1937. This decrease 
has been applied ratably to both cash 
sales, that is those sales made and paid 
for within the month, and credit sales, 


Total 
Norte: Actual figures have been coded to avoid possible identification. 
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A BC Distrrsutinc Co. BALANCE SHEET, JUNE 30, 1938 


248 
ASSETS 
CURRENT ASSETS 
$27 ,680 .00 
Accounts Receivable— 
60,253.00 
Notes Receivable...... 8,029.00 
Inventories............. 93,746.00 
Other Current Assets.... 8,907.00 $198,615.00 
Freep (Net)... 15,651.00 
OTHER ASSETS. . 7,088 .00 
$221 , 354.00 


LIABILITIES 
CuRRENT LIABILITIES 
Bank Overdraft......... $ 1,761.00 
Accounts Payable—Trade.. 50,406.00 
Accounts Payable— 
6,232.00 
Accrued Expense........ 3,846.00 $ 67,245.00 
Frxep LIABILITIES none 


$221 , 354.00 


SYNCHRONIZATION SCHEDULE 


ASSETS 
EXPECTED REALIZATION 
Within 30 Days 


Accounts Receivable— 
37,417.00 
Notes Receivable...... 1,402.00 
Inventories........... 20,737.00 $ 87,236.00 


30 to 60 Days 
Accounts Receivable— 
17,534.00 
Notes Receivable...... 4,405.00 
Inventories........... 44,469.00 66,408.00 
60 to 90 Days 
Accounts Receivable— 
3,916.00 
Notes Receivable...... 362.00 
13,364.00 17,642.00 
Over 90 Days 
Accounts Receivable— 
1,386.00 
Notes Receivable...... 1,860.00 
Inventories........... 15,176.00 
Other Current Assets.. 8,907.00 27,329.00 


$198 615.00 


LIABILITIES 
Dvr DaTEs 
Within 30 Days 
Bank Overdraft....... $ 1,761.00 
Accounts Payable— 
55,406.00 


Accounts Payable— 
6,232.00 
1,717.00 $ 65,116.00 


Accrued Expen 


30 to 60 Days 


none 


60 to 90 Days 


none 


Over 90 Days 
Accrued Expenses................ 2,129.00 


$ 67,245.00 


Note: Actual figures have been coded to avoid possible identification. 


Figures used are to the nearest even dollar. 


Taken from the research studies of Richard R. Cole, B.S. in B.A., C.P.A. 
FIGURE 9 


those sales resulting in open account bal- 
ances at the end of the month. As will be 
shown later there was a considerable var- 
iation between the expected 30-60-day 
figure, as determined on this Working 
Paper, and the actual realization. This 
was due to the prolonging of the realiza- 
tion period as the result of a large cash 
customer being permitted to make his 
purchases on open account, thus reducing 
the realization for the month of July. 


This customer materially increased the 
amount which he purchased and paid his 
account in August, thus increasing the 
realization for that month. Such situations 
have no direct relationship to past expe- 
rience and clearly illustrate that expected 
realization does not mean actual realization. 

Just below the figures on this Working 
Paper is a note indicating how adjust- 
ments would be made when both sales 
and collections have varied. 
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ABC Co. 
VARIATION REPORT 
EXPECTED REALIZATION 


Jan. 30, 1938 
Per Cent of Error 
Error in Items to Total 
Expected Actual Amount Per Cent Current Assets 
5.00 EXPECTED REALIZATION: 
: Within 30 Days: 
Accounts Receivable............... 37,417.00 41,759.00 $ 4,342.00 11.60 2.19 
00 Notes Receivable... . . 1,402.00 1,402.00 
$87,236.00 $87,381.00 $ 145.00 17 .07 
From 30 to 60 Days: 
Accounts Receivable. . cocks 14,066.00 3,468 .00 19.78 1.25 
Notes Receivable....... 4,405.00 4,405.00 
Inventories. 44,469.00 56,839.00 12,370.00 27.82 6.23 
$66,408.00 $75,310.00 $ 8,902.00 13.40 4.48 
From 60 to 90 Days: 
Accounts Receivable............... 3,916.00 3,017.00 899.00 22.96 
6.00 Notes Receivable.................. 362.00 362.00 
13,364.00 12,640.00 724.00 5.42 
$17,642.00 $16,019.00 $1,623.00 9.20 82 
Note: Actual figures have been coded to avoid possible identification. 
Figures used are to the nearest even dollar. 
Taken from the research report of Richard R. Cole, B.S. in B.A., C.P.A. 
Ficure 10 
The balance sheet and the schedule expected these items will be classified 
presented in Illustration No. 9 need little as have been the preceding assets. 
9.0 | comment. They are made up in the same The final test of any procedure is 


manner as those on the earlier pages and_ whether it works. This test is presented 
in contrast show a concern in a strong, in Figure 10. Even a casual glance will 


— | healthy financial position. reveal that it does not work 100%. Al- 
on The sources of these figures are: though in some months there are com- 
Current Liabilities—Working Paper pensating differences which tend to bal- 
No. 1 (omitted in illustrative mate- ance each other, in the last month the 
rial) differences are cumulative and it is con- 
Cash—(Balance sheet) ceivable that the differences might under 
the Accounts Receivable—Divided accord- some circumstances be cumulative in all 
1 his ing to the percentages obtained on months. 
the Working Paper No. 6. A sufficient number of tests have not as 
tions Notes Receivable—Obtained by classi- yet been made to justify a statement as 
xpe- fication of due dates of notes receiv- to what percentage of difference might be 
>cted able (omitted in illustrative material) expected. In those cases where it has been 
tion. Inventories—Working Paper No. 7. possible to make a reasonably accurate 
rking Other Current Assets—As none of these verification there have always been com- 
jjust- items was expected to contribute cash pensating differences and the maximum 
sales within 90 days they were not included net difference for the three months has 


in the analysis. When realization is been 4.85%. 
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This does not seem particularly dis- 
couraging, however, as the monthly deter- 
mination of inventories on the basis of a 
gross profits test, the use of retail-inven- 
tory methods, standard costs, etc., always 
require a period of adjustment following 
their adoption. During this period the 
procedures of the process and the proce- 
dures within the organization are adjusted 
or refined so that the percentage of differ- 
ence may be minimized. It has not seemed 
unreasonable to believe that a similar im- 
provement may take place in this process 
as it is applied. 

It is the opinion of the men who have 
performed the detail research on the var- 
ious cases that, once the background of 
the previous year’s data is established, 
the preparation of the monthly schedule 
should easily be accomplished in a few 
hours since only the current month’s fig- 
ures need be added to the working papers 
before the schedule is prepared. 

It has also seemed that the use of, or 
cost of, these hours may be justified by 


the value of the current information which 
is presented in a consolidated and co- 
ordinated form in the Synchronization 
Schedule. This schedule gives point to 
the monthly analysis of receivables, which 
today is so frequently omitted, and pre- 
sents a picture of debt-paying ability 
which may be compared both in impor- 
tance and position to the gasoline gauge 
on an airplane or the water gauge on a 
steam boiler, both of which are refine- 
ments from more cumbersome and less 
adequate methods of obtaining the vitally 
essential information which they reveal. 

It is hoped that this Synchronization 
Schedule, presented monthly, may give 
a more sensitive and vivid picture to those 
charged with the responsibility of financial 
administration, and that it will contribute 
to a clearer current knowledge of the wid- 
ening or narrowing margin between finan- 
cial health and the inability to pay debts 
when due. As a result of such information 
at least a few may be saved from the great 
annual mortality list. 


ACCOUNTANCY: A PROFESSION FOR 
EDUCATED MEN 


H. M. TuRNBURKE 


statement of an axiom than the desig- 

nation of a topic of discussion. In 
fact, I believe that the name of any other 
bona fide profession could be substituted 
for “accountancy” without lessening its 
axiomatic qualities, if my understanding 
of the term “profession” be correct. Still, 
it is not unusual for a statement of basic 
truth to require discussion and enlarge- 
ment upon it before it is accepted as such. 
In support of this observation I cite the 
undeniable fact that, regardless of its self- 
evident truth, my subject is not unani- 
mously subscribed to today even by the 
members of the accountancy profession, 


I BELIEVE that my subject is more the 


and certainly it is not admitted or under- 
stood by a far greater proportion of the 
lay public. So it may be that some benefit 
will result from a discussion of the topic, 
if only to afford a basis for a reaffirmation 
and reinspiration of the faith to which I 
subscribe. 

In ordering my thoughts on this topic, 
I have freely consulted the recorded views 
of many eminent members of the account- 
ancy profession over the past decade. 
Some of these observations of others I 
have quoted directly in this paper. In fact, 
upon surveying the finished product, I feat 
that I am like the struggling author whose 
story the publisher rejected, although con- 
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ceding it to be both good and original. 
But the publisher explained that the part 
that was good was not original and the 
part that was original was not good. 

As in the case of the development of any 
subject, I believe we should first examine 
it to see if there be necessity for a defini- 
tion of terms. Happily, there is no need 
today to define or qualify the term “‘pro- 
fession” as applied to accountancy, al- 
though not so long ago the forthright and 
unequivocal designation of accountancy 
as a profession might have required some 
persuasive explanation in any spheres be- 
yond that of the profession itself. Thus 
rapidly has this young profession attained 
its full stature and maturity in the as- 
semblage of all of the professions of our 
economic and social order. 

Another term of my subject, however, as- 
suredly calls for a definition. It has meant 
many things to many men, and even the 
sages down through the centuries of time 
have never been in complete agreement 
as to its true meaning. In the face of 
these facts, I cannot but feel somewhat 
presumptuous in attempting to designate 
an acceptable definition. That term is 
“education” and its various derivatives, 
including the one in my subject. “‘Educa- 
tion” has been given definitions serious 
and definitions facetious, definitions too 
narrow and definitions too broad, defini- 
tions too nebulous and others too precise. 
But regardless of this welter of opinions, 
each man for himself is quite apt to for- 
mulate a definition which to him stands out 
with crystal clearness and soul-satisfying 
completeness. For myself, I like to think 
of education simply as the development 
of one’s intellecutal, moral, and cultural 
faculties. Upon the basis of my own con- 
ception of education then, my subject 
becomes the statement that accountancy 
is a profession for men of developed in- 
tellectual, moral and cultural faculties. 
With this somewhat more specific version 


of the topic, let us proceed to explore it. 

The thought that members of the ac- 
countancy profession should have well- 
developed intellectual, moral and cultural 
faculties is a relatively new idea in the 
history of the profession. It is a further 
unfurling of the scroll, the opening of a 
new vista, the reaching up and spreading 
out of higher standards and ideals, all of 
which things have been occurring steadily 
but unobtrusively during the past half- 
century. Let us briefly look backward and 
downward along the path which the pro- 
fession has traveled, with an eye particu- 
larly to the development of the educa- 
tional requirements. 

The accountancy profession as such un- 
doubtedly had its beginning in England, 
probably at some time during the seven- 
teenth century. It seems quite probable 
that the early public auditors, or public 
accountants, of England worked single- 
handed, but in the course of the increased 
recognition and prestige which these men 
obtained from the field of business it 
became necessary for the principal to se- 
cure the services of assistants. The record 
indicates that while at this time there was 
a smattering of accounting literature, the 
science of accounting was not taught at 
any educational institution. This being so, 
and also because of the deeply rooted 
custom in the English economic and social 
order of apprenticeship-training in the arts 
and crafts, it was perfectly natural that 
English public accountants should adopt 
the apprenticeship method of acquiring 
and training their staff members. Indeed, 
that method largely prevails in the pro- 
fession in England to this day. The first 
chair of accountancy in the British Isles 
was not founded until 1925 (in the Uni- 
versity of Glasgow). 

When the accountancy profession had its 
beginnings in the United States by direct 
extension from England, it was but natural 
that the English custom of apprenticeship- 


252 The Accounting Review 


training should have been taken up along 
with other policies and procedures. The 
extension of the apprenticeship idea down 
through the years of the profession in this 
country partly accounts for the fact, I 
believe, that the profession as a whole has 
been tardy in calling for a formal educa- 
tion along technical and cultural lines 
equivalent to that required by the older 
professions. 

The idea of the desirability of a tech- 
nical education for those entering the ac- 
countancy profession gradually took form 
after the year 1900, although it was not 
until the period of the World War that 
such educational facilities became gener- 
ally available. During the war period, tre- 
mendous influences came into play which 
acted as powerful stimulants to the busi- 
ness public’s interest in the science of 
accounting. Income and war-profits taxes 
jumped to rates as high as eighty per cent 
of net income. Business in all lines mush- 
roomed to a volume previously undreamed 
of, and the financial operations of the 
Government itself increased to gigantic 
proportions. The demand of business and 
government for trained accountants was 
far beyond the supply of such men. This 
situation naturally stimulated the launch- 
ing of many new schools of accounting, 
both resident and extension, and brought 
new life to those already in existence. Here 
the demand was for an intensive technical 
training so that the student could be 
equipped in the shortest possible time to 
enter this new and lucrative field of en- 
deavor. The idea of the desirability of 
education in collateral subjects was but 
imperfectly realized, and in most instances 
was confined to a more or less comprehen- 
sive study of business law. The idea of the 
so-called cultural educational requirement 
was practically nonexistent. 

From the post-war period down to the 
current decade, there was a gradual devel- 
opment of sentiment for a broader and 


better-balanced education for those who 
would enter the profession, although until 
the last few years the subject was dealt with 
in much the same manner as Mark Twain’s 
reference to the weather. Be it said to the 
credit of the profession’s future, however, 
the demand for higher educational qual- 
ifications of those who would enter the 
profession is now in the ascendancy. Per- 
haps it may be said that the rounding 
out of the first half-century of the profes- 
sion in this country marked the close of 
the apprenticeship or limited-formal-edu- 
cation era, and ushered in a new conscious- 
ness of the necessity for raising the educa- 
tional standards of the profession to a 
point comparable with that of law or 
medicine. 

Looking about us where we now stand 
we see evidence on all sides of the in- 
creasing demands for higher educational 
standards by those comprising the pro- 
fession, the adoption of higher standards 
by our institutions of higher learning, and 
complicance with those standards by those 
who would enter the profession. The re- 
quirement of a college degree as a pre- 
requisite for the C.P.A. certificate became 
effective in New York on January 1, 1938. 
The University of Illinois recently estab- 
lished the Ph. D. degree in accounting, 
and Columbia University now has the 
first graduate school of accountancy. The 
records of the American Institute of Ac- 
countants show that there has been a 
marked increase in the percentage of new 
members who possess college degrees. The 
record is indeed giving evidence that ac- 
countancy education is coming into its 
own. The problem now remaining to be 
solved is the formulation of standards 
which can be agreed upon by our educa- 
tional institutions as constituting an ade- 
quate accountancy education. Undoubt- 
edly, in the fullness of time, this will come. 

In order to determine a standard of 
educational requirements for the account- 
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ancy profession, obviously it is necessary 
to consider carefully the demands which 
may reasonably be made on the public 
accountant of today, his obligations and 
responsibilities, and the present-day scope 
of his field of activities. As the training 
and educational requirements of the pro- 
fession have advanced apace, so has its 
scope Of useful service to the vast field 
of business, both private and govern- 
mental. Or is it the other way around? 
Sometimes I feel that the public account- 
ant’s proper field of usefulness has in- 
creased more rapidly than his professional 
education needed to serve such an ex- 
tended field. 

The public accountant of today, if he 
wishes to engage in a general practice as 
distinguished from one confined to spe- 
cialized lines, must have a reasonably 
adequate knowledge of the science of ac- 
counting as it applies to the following 
types of professional engagements: audit- 
ing, the installation or revision of systems 
of accounts, special investigations, munic- 
ipal or other governmental auditing and 
system installation, engagements pertain- 
ing to the financial affairs of trusts, re- 
ceiverships, bankrupt and decedents’ es- 
tates, and audit and system installation 
engagements involving cost accounting. 
Now this is not to say that he must have 
at his mental fingers’ tips a complete store 
of knowledge of each of these subjects. 
But he should have at his physical fingers’ 
tips, as the result of prior study and re- 
search, a reference library in which is 
contained the best accounting literature 
on these and other subjects. He must be 
prepared to act as adviser to his clients 
in matters of interpretation of trends in 
their business enterprises as indicated by 
the financial facts, in formulating short 
or long-term programs of financing, in 
Separating a business into its component 
parts in order to locate the weak spot, in 
Suggesting the most suitable form of busi- 


ness entity for the individual enterprise, 
and a host of other subjects requiring 
opinions on financial matters which the 
public accountant is peculiarly fitted to 
render. He must be well-versed in business 
law, for this subject is inextricably bound 
up with the science of accounting. His 
knowledge in this field will enable him to 
recognize the legal significance of financial 
transactions, and where appropriate he 
will work with his client’s attorneys. He 
must have a thorough familiarity with the 
Federal tax laws in all of their ramifica- 
tions, and should be equally familiar with 
the tax laws of the state or states in which 
he conducts his practice. On the per- 
sonal side, he must be able to express his 
thoughts clearly, logically, and grammat- 
ically, both orally and in writing, for not 
only is the result of his work usually 
reduced to writing, but he must be pre- 
pared to go before boards of directors, 
various governing bodies of municipalities 
and other governmental agencies, and even 
open-forum meetings to express his ideas 
and make his recommendations on ac- 
counting subjects. Last, but by no means 
the least of his personal qualifications, if 
he is to be a truly representative member 
of a profession as that term is used in its 
best traditional sense, he must be well- 
read and well-informed on community, 
state, national, and world affairs of today, 
and must be poised and at ease in any 
surroundings in which he finds himself. 
In short, he must be a cultured man. 

With this array of qualifications, un- 
doubtedly incomplete, which can reason- 
ably be expected of the modern public 
accountant, let us consider the form and 
program of education which will furnish 
these qualifications. I believe that a man’s 
education for the accountancy profession 
may be divided into three divisions which 
I may describe as direct technical, col- 
lateral technical, and cultural. 

By direct technical education I mean 
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a thorough knowledge of the science of 
accounting in all of its phases, a statement 
the brevity of which is indeed out of all 
proportion to the agony of soul which 
will accompany its acquisition. It is highly 
essential that this technical education be 
guided by the best and most up-to-date 
literature of the profession. While the 
profession is already rich in literature, the 
end has by no means been reached. There 
is still no ultimate and unchangeable set 
of principles for the profession which can 
be pointed to with the statement ‘This 
is final, the last word. It will govern our 
course today, tomorrow, and for all time 
to come.” This is as it should be in respect 
to a profession based upon an inexact 
science. To illustrate: in the field of munic- 
ipal accounting great advances have been 
made within the past decade, and some of 
the richest contributions to the literature 
of this particular phase of the science are 
but a few years old. And so I say that care 
must be exercised to see that the student 
is supplied with text material and refer- 
ences which represent the best of present- 
day concepts. I am impressed by the 
favorable reports made by those institu- 
tions of higher learning which have experi- 
mented with the so-called laboratory fea- 
ture in connection with their accounting 
courses, and it seems to me that a judicious 
amount of practical contact with the ac- 
tual conditions of public practice should 
be helpful to advanced students. 

By collateral technical education I mean 
a thorough grounding in business law, 
business English, Federal and state tax 
laws, and the general field of economics. 
The last-named subject is vitally impor- 
tant in this day and age, when a veritable 
new testament is being written of a new 
and strange national economy without 
parallel in the history of this country. 

The desirability of the first educational 
division which I have designated is too 
obvious to require any elaboration. The 


desirability of the second will probably be 
conceded without serious dissension. But 
I fear that my third division, being the 
newest of the three, may not be accorded 
as wide an endorsement as its two prede- 
cessors. For this reason, it is but nat- 
ural that I am inclined to dwell upon 
this branch of accounting education to a 
greater extent than the other two. 

I have named my conception of the 
three divisions of accountancy education 
in the inverse order in which I believe 
they should be acquired. I like to think 
of the complete educational structure as a 
pyramid of three strata, the bottom and 
broadest one being the cultural one, the 
next stratum being the collateral technical 
one, and the top stratum being the direct 
technical division. There is thus estab- 
lished a gradual focusing upon the objec- 
tive, a progressive concentration upon a 
focal point. 

Let us not forget that this pyramidal 
educational structure we are viewing is 
designed for a profession. The world re- 
gards a professional man as being essen- 
tially an educated man, not only along 
the lines of the particular field of personal 
service in which he has specialized, but 
in the general realm of cultural education 
and background. Surely, therefore, it is 
eminently fitting that the foundation of 
education for the accountancy profession 
should be along cultural lines. 

This cultural foundation should by all 
means cover English composition and lit- 
erature, political science, history, and at 
least basic courses in philosophy and one 
of the sciences. The study of a foreign 
language would also be desirable. All of 
these studies are broadening, quite apart 
from the point that they add to the stu- 
dent’s total fund of knowledge. 

In voicing my observations on the de- 
sirability of cultural studies, I wish to 
make it plain that I am not of that old 
school of scholastic Spartans which be- 
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lieves that the expenditure of rigorous 
mental effort in mastering any scholastic 
subject is good for one’s cultural soul. I 
do not believe that the study of Latin or 
Greek is beneficial per se in acquiring a 
modern-day cultural education. I believe 
it is much more important to one’s cul- 
tural development today that he have an 
intelligent understanding of present-day 
developments and trends in national and 
international affairs, political economy, 
sociology, psychology and kindred sub- 
jects having to do with social relations 
and behavior of mankind. 

I mentioned English composition and 
literature as the first subject of my cul- 
tural division. I did this advisedly, for I 
believe without question that the ability 
to express one’s thoughts clearly, logically, 
and concisely, orally or in writing, in 
short, a proficiency in rhetoric, is of in- 
calculable value to the public accountant. 
In most instances, the summing up of his 
work of weeks or months is in the form of 
a written report. To the client, this is 
indeed the “proof of the pudding.” On 
the form, arrangement, and wording of 
his report will he largely be praised or 
damned. Aside from the question of gram- 
matical correctness of comments in a re- 
port, there is the ever-present danger that 
through ill-advised selection of words there 
is ambiguity at best and false impression 
at worst. The ability to say what you 
mean, and nothing else, and to mean what 
you say, and nothing else, is not easy, but 
it may be acquired through a proper study 
of English. 

It is entirely appropriate that this pe- 
tiod of cultural education should come 
first, because while it is being acquired the 
individual has ample opportunity to dis- 
cover whether or not he has those inherent 
qualities which are necessary to one’s suc- 
cess in the profession of accountancy, and 
to cultivate and nurture from the start 
those habits of mind which are typical 


of the best professional attitude. Let me 
mention the principal personal qualifica- 
tions which I believe the individual should 
possess if accountancy is his proper sphere. 

There must be deeply ingrained in him 
an appreciation of accuracy and orderli- 
ness. Not the hairsplitting accuracy of the 
bore who feeds his egotism on constant 
contradiction of others, or the accuracy 
of one mentally myopic and content to 
dwell upon such petty inaccuracies as fall 
within his very limited vision, but rather 
that broad sense of accuracy in all things 
that is supported by shining truth and 
cold facts. One who has not a lively appre- 
ciation of orderliness for its own sake 
should seek another field without further 
ado, for his easy toleration of chaos would 
spell his doom in a profession where ex- 
ceedingly high standards of orderliness in 
all things prevail. 

He must have an inborn and innate 
sense of honesty that is fused to his very 
soul. He must possess not only moral 
honesty but intellectual honesty as well. 
I know men who have the former but not 
the latter. Fortunately for themselves and 
the profession, they are not public 
accountants. Intellectual dishonesty is 
harder to detect and overcome, because it 
is in a more insidious form and is covered 
by the cloak of wishful thinking, prejudice, 
and face-saving. A man is of commendable 
moral stature who is morally truthful, 
but he who can face unpleasant but inex- 
orable facts unblinkingly and unafraid 
has indeed attained man’s estate in hon- 
esty. As to moral honesty, I know of no 
profession which makes as exacting de- 
mands upon its members in respect to this 
trait as the accountancy profession. It is 
the very essence of value of the services 
which he offers the public. Though a man’s 
technical training and ability be of the 
highest, if there be as much as the suspi- 
cion of a doubt of his absolute honesty, as a 
public accountant he is a condemned man. 
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He must have or must develop an ana- 
lytical and logical mind. A capacity for 
unerring analysis is of tremendous im- 
portance to the public accountant. He 
must have the ability to thread his way 
through a maze of disordered facts and 
chaotic information, brushing aside that 
which is irrelevant, rearranging those frag- 
ments that are pertinent, and finally de- 
veloping a true and clear picture of the 
situation as a whole. 

He must be possessed of imagination, 
not of course of the pipe-dreaming or 
amiable-liar type, but that active and 
responsive variety that sends the mind 
exploring ahead of the facts, and accu- 
rately pictures conditions unseen at the 
moment, an accurate sketching in of the 
blank spots in the picture, the functioning 
of a sort of sixth sense that recognizes the 
correct conclusion to which the known 
facts point. 

And now at the risk of seeming to give 
tongue to an heretical utterance, I say 
that he who would become successful as a 
public accountant must have no more than 
a reasonable and rational facility in mathe- 
matics. That is to say, this particular per- 
sonal qualification should be kept in its 
proper perspective in the complete picture 
of all qualifications. 

No matter how fascinating the sport of 
making figures jump through the hoops 
of mathematical formulae or in marshaling 
them in endless battalions and regiments, 
they should be handled with restraint and 
with a nice discrimination between the 
important and the unimportant in dealing 
with the client or the general public. 

And finally, I must mention one more 
attribute which is a veritable gift of the 
gods for one who is engaged in any profes- 
sion. In fact without it, or with a negative 
variety of it, one labors under a well- 
nigh insurmountable handicap. Strangely 
enough, this attribute seems to be less 
apparent in the profession of accountancy 


than in some others. I refer to an engaging 
personality. The personal qualities which 
the term designates are made up of so 
many different factors, and the complete 
thing itself is something so very intangible 
that it is difficult to describe. And yet the 
possession or lack of it is one of the most 
obvious facts about a person. It is of par- 
ticular value to the professional man be- 
cause he is dealing in that great intangible 
known as personal service. He cannot lay 
his wares on the counter for the buyer's 
inspection. His code of ethics does not 
permit him to assure the prospective seeker 
of his services that he is beyond all doubt 
an expert in his specialized field, and that 
the prospective client would be wise to 
engage him. So that subtle thing called 
personality comes into play. As applied to 
the profession of accountancy I believe it 
is poise, a quiet impression of self-confi- 
dence, a certain air of restraint, of reti- 
cence that shows the ability to respect 
confidences, a well-developed sense of 
tact, and an equable disposition bordering 
somewhat on the sunny side. Personality, 
alas, seems to be something that is deter- 
mined for us at the same time as the color 
of our eyes. 

A great opportunity and a great re- 
sponsibility lie ahead for the young men 
of today who are preparing to enter the 
profession of accountancy. There has 
never been a time when the potential field 
of service of the profession was as broad 
as it is today. This has not come about by 
any ‘“‘muscling in,” to use the vernacular 
of the day, by the accountants in fields 
that are foreign to their talents. It is rather 
a case of the new and broader fields having 
beckoned to accountants. In the field of 
Federal taxation and regulation of busi- 
ness alone there are opportunities for serv- 
ice now and in the future which cannot be 
measured. The income tax in all its phases, 
the capital-stock tax, the social-security 
tax, the estate tax, the gift tax, the re- 
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quirements of the Federal Securities and 
Exchange Commission and of the newly- 
enacted Wage and Hour Law, are all po- 
tential sources of demands upon the public 
accountant for his advice and counsel in 
matters in which he is peculiarly fitted to 
advise. 

On October 25, 1938, the front page of 
the New York Times carried the news that 
the Controller of the City of New York 
had approved the adoption of a new honor 
system of collection of the city’s emer- 
gency tax similar to the established British 
procedure in respect to their income tax. 
Under this system the City of New York 
will accept as statements of fact all figures 
on emergency tax returns that have been 
certified by a certified public accountant, 
thus saving a large part of the $2,000,000 
spent annually by the city in conducting 
its own audit of these returns and settling 
disputes with taxpayers arising therefrom. 
Such a plan of course includes stern dis- 
ciplinary measures against any certified 
public accountant discovered misrepre- 
senting the facts of a return, but I some- 
how feel that there is going to be little if 
any need to invoke the disciplinary meas- 
ures. Who can predict how far this novel 
policy will extend in governmental agency 
fields, and the amount of added prestige 
which will accrue to the accountancy pro- 
fession as the result thereof? 

In governmental accounting, and par- 
ticularly municipal accounting, there is a 
field that is still largely undeveloped. 
However, there is a rapidly growing reali- 
zation that governmental agencies of all 
kinds and sizes should be subjected to 
periodical audits by independent public 
accountants, and that such a policy is best 
suited to stamp out the evils of inefficiency 
or fraud which all too often are found in 
the affairs of governmental units. 

Through the media of the many ethical 
activities of the great national body of 
the profession, the American Institute of 
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Accountants, and the various state organi- 
zations of the profession, there is a con- 
stantly growing acceptance and apprecia- 
tion of the public accountant’s value in 
the business world. More and more he is 
being sought in an advisory capacity 
quite aside from the more routine demands 
made upon him for audit engagements, the 
installation of systems of accounts, and 
special investigations. 

Lest I seem to be describing a Utopia 
that lies just beyond the brow of the next 
hill, I hasten to remind you that the pro- 
fessions as a class are not as bountiful in 
financial reward as the field of business, 
and that while the material emoluments of 
the accountancy profession are at least on a 
par with those of other professions, ac- 
countancy is by no means a royal road to 
riches. For the man of average native 
ability, however, plus a sound education 
acquired with a view to entering the pro- 
fession, there awaits a fairly adequate 
financial income and a sense of satisfaction 
from the performance of highly specialized 
personal services that cannot be evaluated 
precisely in terms of money. 

I have stated that a responsibility as 
well as an opportunity awaits the new- 
comer to the profession. We who are now 
actively engaged in the practice of our 
profession have traveled a path which 
thus far as not always been easy. We have 
struggled to raise the standard of profes- 
sional fitness within the profession; we 
have labored unceasingly in the cause of 
educating the business public to an under- 
standing of the nature of our services and 
the benefits that may be derived there- 
from. We have banded ourselves together 
in community, state, and national organi- 
zations to bring these things about more 
effectively. We have written and are at- 
tempting to live by a code of ethics of a 
high order. These gains that we have made 
are precious possessions to us and to our 
profession. The responsibility of the young 
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men entering the profession is to guard 
well the ground thus far won, and to as- 
sist us further in elevating our standards 
and the order of our professional services 
to the business public. Twenty-five years 
will be spanned and then the destiny of 


the profession will be in the hands, and 
may I hope the hearts, of those who are 
now the newcomers. In the realization of 
this it is indeed inspiring to note the for- 
ward movement on all fronts to raise the 
educational standard to higher levels. 


ACCOUNTING EDUCATION, ETHICS 
AND TRAINING 


WILLARD J. GRAHAM 


manageable proportions it has been 

necessary to limit it to a consideration 
of only a few of the major issues involved. 
Furthermore, this paper is concerned only 
with the education of qualified account- 
ants, public and private, rather than the 
technical training of bookkeepers, clerks, 
and other routine workers. The training 
of these routine workers is an important 
problem, but one entirely separate from 
that of the broad education of an account- 
ant. 

It is not necessary here to describe the 
development of accounting to its present 
position among the professions, nor to 
describe the corresponding progress which 
has been made in the education and train- 
ing of accountants. More can be gained by 
focusing attention toward a few issues on 
which there is not yet complete agreement 
among the members of the profession, 
their clients and their employers. 

First: Should the accountant be college 
trained? 

New York State has answered this ques- 
tion in the affirmative with respect to 
public accountants; after January 1, 1938, 
all applicants for admission to the exami- 
nation for the certificate of Certified Pub- 
lic Accountant in that state must have 
completed the course of study in a recog- 
nized college or school of accountancy. It 
is probable that other states will follow 
the example of this progressive state, as 


I ORDER to bring this discussion into 


they have so often done in the past. The 
leading accounting firms have given a 
similar answer to this question by giving 
distinct preference to college-trained men 
when adding permanent junior account- 
ants to their staffs. Even employers of 
private accountants select college gradu- 
ates when they are seeking men whom 
they can develop into responsible account- 
ing executives. In general, then, it is ap- 
parent that it is the prevailing opinion 
(with some outstanding exceptions, to be 
sure) that the training of qualified ac- 
countants, both public and private, should 
include a background of college education, 

college education,’ however, means 
“all things to all men.” General agreement 
might be secured on the proposition that 
an accountant should have a “‘college edu- 
cation” but wide differences of opinion 
might arise with regard to conceptions of 
what that college education should be. 

Probably the widest variation would 
occur with respect to the relative emphasis 
that should be placed on cultural educa- 
tion, broad business training and technical 
accounting training. 

In the words of one of our leading pub- 
lic accountants :! 

“Tdeally the scope of accountancy edu- 
cation embraces all subjects and matters 
relating directly or indirectly to the pro- 
duction, acquisition, conservation or trans- 


1 Norman E. Webster, “Bulletin of the New York 
State Society of Public Accountants,’’ April 1934, p. 9. 
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fer of valuable property or services by 
individuals or associations of individuals. 
Therefore it includes the known facts as 
to all forms of transactions, as to all classes 
of value, in all kinds of business, and in 
addition, it embraces the relation to ac- 
countancy of the material sciences, law, 
economics, finance, ethics, and logic.” 

Without pausing to analyze or to ap- 
praise this admirable statement of the 
ideal scope of accountancy education I 
shall present and attempt to support cer- 
tain propositions which express my own 
conclusions on this subject. 

1. Two years of regular college work in 
so-called cultural subjects should precede 
specialized training in business and ac- 
counting subjects. The objectives of this 
cultural background are at least three- 
fold: first, a degree of understanding of 
the world in which we live, some apprecia- 
tion of literature and the arts, a speaking 
acquaintance with philosophy, history, 
mathematics, psychology, and languages, 
the sciences and kindred subjects consti- 
tute minimum preparation for the fullest 
enjoyment of “living”; furthermore, a 
broad general education facilitates asso- 
ciation on equal terms with men of similar 
educational backgrounds, whom the quali- 
fied accountant meets constantly in his 
profession and in his private life; finally, 
the accountant must learn to analyze com- 
plex situations and to think through prob- 
lems to logical conclusions. None will dis- 
pute, I think, that many of the foregoing 
subjects are admirably designed to develop 
the faculty of clear thinking. 

It may be noted here that many public- 


accounting firms give preference to gradu- 
ates from a four-year cultural course over 
graduates from business and accounting 
courses which are deficient in cultural 
training. 

2. The business training following this 
| cultural background must cover the broad 
| field of economics and business, including 
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business organization and management, 
and an analysis of the problems of produc- 
tion, marketing and finance. The latter, 
of course, are the productive activities of 
business; accounting is strictly a service 
designed to supply information for the 
operation and control of the productive 
activities. It is futile to train a person to 
collect, analyze and present in report form 
information for the control of business 
operations without first acquainting him 
with the nature and significance of these 
operations. The sterility of so many ac- 
counting reports can be traced, I believe, 
to a lack of appreciation of the real nature 
of business, resulting in the inability to 
report intelligently about it. 

3. Theaccounting courses proper should 
emphasize fundamental principles and 
theory, and managerial uses of accounting 
information, rather than bookkeeping pro- 
cedure, routines and technique. I do not 
mean that training in technique should be 
omitted; pure theory with no practice is 
valuable only as mental discipline, and its 
use value is no greater, perhaps, than prac- 
tice without theory. But it is possible for 
a student to “go through the motions” of 
bookkeeping practice with no understand- 
ing of what he is about or of what use the 
results of his labors may be in the manage- 
ment and control of business operations. 
I am insisting only that proper emphasis 
be given to the analysis of the reasons for 
these procedures, so that graduates from 
these specialized accounting courses may 
be well-rounded, analytically-minded busi- 
ness accountants rather than highly skilled 
technical bookkeepers and problem solv- 
ers. And besides, in my opinion, the most 
detailed of this technical training should 
be secured after graduation in the office of 
the employer. 

4, Five years of college training, prob- 
ably leading to a Master’s degree, is a 
minimum time allowance for adequate 
coverage of this suggested program. It is 
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impossible, in four years, to get the neces- 
sary cultural background, the over-view 
of business organization, management and 
control, and the required specialized train- 
ing in accounting. Several of the better 
collegiate schools of business have recog- 
nized this fact and are operating on a 
five-year program, following in the direc- 
tion of precedent long ago established by 
the other professions—law and medicine 
—which require as many as six or seven 
years for their required collegiate training. 

5. In this five-year program there must 
be almost constant training in English, 
both oral and written. Nothing is more 
pathetic than the inability of an other- 
wise competent and intelligent person to 
express himself clearly and forcibly, orally 
or in writing. Throughout his whole col- 
lege course the prospective accountant 
should study English composition and, 
perhaps, public speaking. He should write, 
and frequently present orally, reports on 
all kinds of subjects. In my opinion, it is 
almost impossible to spend too much 
time on English. 

6. A policy of careful selection and 
elimination must be rigidly enforced 
throughout the whole of this five-year pro- 
gram, and students who are not fitted by 
capacity, temperament or character for 
entrance to the accounting profession must 
be directed to other professions or voca- 
tions for which their abilities are better 
adapted. Such a plan of vocational guid- 
ance is invaluable to the student, for he 
thereby avoids wasting time and money 
preparing for a profession for which he is 
not suited and in which his chances for 
success are therefore limited. Furthermore, 
the accounting profession itself is relieved 
of one more incompetent or unethical 
practitioner. 

The foregoing, in my opinion, are funda- 
mental essentials of any program designed 
to produce properly trained business ac- 
countants. It is now in order to inquire 
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as to the extent to which collegiate schools 
of business have met these minimum re. 
quirements in their programs of account- 
ing training. 

The first deficiency is obvious: adequate 
training in English is lacking, for college 
graduates are notoriously deficient in this 
respect. The root of the evil probably lies 
in the grade school and deficiencies origi- 
nating there are further aggravated in high 
school and in college. In the endeavor to 
broaden education and include so much, 
the one basic fundamental of all knowl- 
edge—the proper use of the mother 
tongue—is crowded out. It is particularly 
unfortunate that, in recent years, so many 
schools of business have eliminated from 
their requirements for a Master’s degree 
the writing of a satisfactory thesis and the 
passing of an oral examination before a 
committee. 

Training in accounting technique is 
probably more than sufficient in most 
schools of business—but often at the ex- 
pense of more important training. Many 
schools emphasize technique at the ex- 
pense of cultural background, basic busi- 
ness training, and analysis of the use of 
accounting information. Many so-called 
accounting courses are still too much like 
the business-college bookkeeping courses 
from which they originated. Apparently 
it is difficult to realize that underlying 
accounting processes are fairly simple 
when there is an understanding of the pur- 
poses for which the results are to be uti- 
lized. 

A third deficiency in our training arises 
at least partly from those already men- 
tioned: students are not trained to think! 
It is difficult to discover precisely where 
the fault lies, although it is probably true 
that too large a proportion of our young 
people go to college and that many of them 
are not capable of learning to think; cet- 
tainly our methods of selection and elimi- 
nation are imperfect. Perhaps students are 
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taught too much—spoon-fed, as it were— 
and learn too little on their own initiative; 
perhaps there is an over-emphasis on the 
acquisition of factual knowledge rather 
than ‘‘mind-stretching”’ exercises. But 
whatever the cause, the fact remains that 
many college trained accountants have 
little capacity for thinking through com- 
plex situations and formulating judg- 
ments. 

It would be misleading to give the im- 
pression that present collegiate training 
inaccountancy is all bad. On the contrary, 
most of it is very good. The accounting 
teaching profession deserves much praise 
for the strides it has been making. Un- 
doubtedly, there have been distinct im- 
provements in research and training as 
accounting has advanced toward the 
leadership of the professions. Practicing 
accountants and academicians have co- 
operated to determine what type of train- 
ing is preferable and to develop the cur- 
ricula of schools of business to supply 
such training. Time-consuming bookkeep- 
ing courses have been replaced by courses 
in accounting principles at a higher edu- 
cational level. So-called practical courses 
have been made really practical through 
the codperation of practicing accountants 
or by adding to the instructional staff men 
with practical accounting experience to 
supplement their academic training. 

More attention is now given to business 
courses other than accounting. Econom- 
ics, business organization and manage- 
ment, finance, marketing, production, and 
others are now recognized as an essential 
part of collegiate training in accounting. 
A similar trend, though not so marked, 
toward inclusion of more cultural courses 
is, in my opinion, very encouraging. In 
too few instances, however, is there a recog- 
nition that true professional training in 
accountancy, including an appropriate 
cultural background, requires more than 
four years. But it is encouraging that the 
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leaders of the profession talk about it. 
It is probably true that competition for 
students (and for their tuition) is the pri- 
mary restraining factor; otherwise, most 
of the recognized schools of business would 
admit only students with two years of 
regular college work taken in departments 
outside the school of business, and would 
then require three years of training in 
business leading to a Master’s degree. 

Perhaps the greatest improvement in 
collegiate training for accounting has been 
achieved through better selection of the 
instructional staff. There is now general 
recognition of three important qualifica- 
tions of a good accounting instructor. 

(1) He should have a broad cultural 
training and he must have a broad general 
background in business administration. 

(2) He must have had a thorough train- 
ing in accounting, including some practi- 
cal accounting experience, preferably as 
a public accountant. 

(3) He must, of course, be an experi- 
enced teacher—and a good one. 

Two deficiencies of earlier training have 
been eliminated where these principles 
have been recognized and applied. First, 
accounting graduates, with Master’s de- 
grees or even with Doctor’s degrees, are 
now encouraged to engage in accounting 
practice before entering the teaching pro- 
fession. And second, practicing account- 
ants, whose part-time teaching was for- 
merly the bone and sinew of many in- 
structional programs, are now used only 
for certain highly specialized courses, such 
as income taxation. A few outstanding ex- 
ceptions only go to prove the general rule 
that high-grade outstanding practitioners, 
teaching on a part-time basis, are usually 
very poor instructors. 

Up to this point I have not referred 
directly to accounting ethics—presumably 
an important phase of this discussion. But 
in a very real sense ethics has formed the 
central subject of discussion, for a knowl- 
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edge of what constitutes unethical ac- 
counting practices is very largely a matter 
of thorough education and training in ac- 
counting and related business subjects. In 
general, the code of professional ethics 
may be summarized as requiring that the 
accountant deal with his client, his fellow 
accountant, and with the public in a spirit 
of fairness and honesty, and in a manner in 
keeping with the dignity of his profession. 
For a more definite statement of the 
ethics of accountancy, reference may be 
made to the rules of professional conduct 
of the American Institute of Accountants. 
Many of these rules concern relations with 
fellow public accountants; they forbid 
advertising, solicitation of competitors’ 
clients, hiring of competitors’ employees, 
competitive bidding, and similar methods 
of “unfair” competition. Other rules per- 
tain strictly to relations with the client; 
they require that the accountant hold 
confidential all information secured from 
a client’s records, that he must not accept 
other engagements which might conflict 
with the interests of the client, that he 
must not pay or receive commissions in 
connection with work done or business 
secured, that he shall not render services 
upon a contingent fee basis, and other 
similar restrictions. A third group of rules 
deals with matters that concern both the 
client and the public; an accountant shall 
not engage in any business incompatible 
with the practice of accounting; he must 
not be associated with an educational in- 
stitution whose code of ethics is not ac- 
ceptable; he must not certify to a state- 
ment of estimates of earnings contingent 
upon future transactions, and—above all 
else—he must not prepare a financial 
statement containing an essential mis- 
statement of fact or an omission of fact. 
It is not possible here to discuss all of 
these rules of professional conduct. In- 
tentional violations are rare. In this con- 
nection, it is interesting to note that the 


council of the Institute, in its fiscal year 
just ended, considered only twenty-one 
complaints of alleged violation of its rules; 
only four of these resulted in the filing of 
formal charges and hearings before the 
council sitting as a trial board; the results 
were: one verdict of not guilty, one ad- 
monishment, one suspension, and only one 
expulsion. Many an alleged breach of 
ethics consists of the misstatement or the 
omission of facts not considered by some 
accountant to be essential—because his 
narrow technical accounting training has 
not developed for him the relationship of 
accounting facts to investment values and 
managerial control. In my opinion, the 
best way to promote ethical accounting 
practices is by the broad and thorough 
training of accountants along the lines 
already suggested. 

Throughout this discussion the empha- 
sis has been on broad general business and 
accounting training rather than narrow 
specialized technique. There is not time 
in a college course for everything, and the 
details of specialized technical training can 
be secured after graduation, on the job 
and along the specific lines called for in 
the situation in which the young graduate 
finds himself. It is admitted that, with 
complete technical training, he would be 
a better clerk or a better junior accountant 
immediately. But, if he has a broad general 
background he will make much more rapid 
progress and will eventually develop into 
a better accountant. He can put the finish- 
ing touches to his specialized technical 
training when he knows just what his job 
is going to be; but the cultural back- 
ground, the training in business organiza- 
tion and management, the ability to ana- 
lyze complex situations, the capacity to 
“think clearly without confusion’ must 
be developed in his college courses; other- 
wise, it can be secured, if at all, only at 
tremendous cost in effort, mistakes, and 
bitter experience. 
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CONTENT OF THE AUDITING COURSE 


PAut E. 


ing will be considered as the applica- 

tion of accounting principles to the 
various transactions which come before 
the public accountant in his daily work. 
It is essential that instruction in auditing 
include not only the application of the 
principles to a certain transaction but the 
application of the principles to the same 
type of transaction under varying condi- 
tions and circumstances. 

The course in auditing is probably the 
first subject and in many instances the 
only subject in which the student obtains 
knowledge which should develop the out- 
look of the professional accountant. It is 
the duty of the instructor in this course to 
endeavor to transmit some of the tenden- 
cies and habits of the public accountant. 

As an advanced subject auditing is re- 
stricted to those students who have satis- 
factorily completed courses in other ac- 
counting subjects such as bookkeeping, 
theory of accounting and accounting prob- 
lems. It should not include detailed discus- 
sions of principles of accounting, or give 
any basic instruction in such principles. 
There have been numerous complaints 
from students and in some instances from 
teachers that courses in auditing contained 
too much which the students had already 
covered in other courses. On occasion it 
may be necessary to discuss accounting 
principles but such discussion should be 
limited to clarifying their application to 
situations which a public accountant faces. 

Is it advisable to endeavor to give the 
student instruction which may equip him 
to undertake not only the work of the 
junior accountant and the routine of the 
senior accountant on ordinary engage- 
ments but also to deal with problems 
which may arise on large or unusual en- 
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gagements? It appears that instructors 
would perform a commendable service to 
the profession of public accounting if their 
work with the students in a course in 
auditing served to develop good junior 
accountants who have a working knowl- 
edge of the duties of the senior account- 
ants. A large part of the training of the 
senior accountant can come only from 
years of experience on engagements and 
contacts with the principals of the public- 
accounting organization, the clients, and 
the employees of the client. There has not 
as yet been developed any form of instruc- 
tion which can replace such training and 
it is doubtful if it will ever be developed. 
Does it not seem advisable, therefore, that 
instruction in a course in auditing should 
be limited to those things which will serve 
to develop capable junior accountants 
with a knowledge of the requirements of 
the profession of public accounting? 

Many students who complete courses 
in auditing lack some of the qualifications 
which might make them successful public 
accountants. It is usually such students 
who complain about the instruction in the 
routine of the work of the public account- 
ant and endeavor to obtain instruction in 
very advanced auditing procedure. But 
the auditing instructor knows that those 
who are fitted for the profession will be 
developed along practical lines and that 
others will obtain some training which 
will assist them in other endeavors. 

The course in auditing as distinguished 
from other courses in accounting and 
many other subjects should emphasize 
continually the habit of clear thinking. An 
endeavor should be made to give the stu- 
dent frequent opportunities to develop 
thought in the classroom,It is meant to 
stress that the course in auditing is not 
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one in which the good work of the student 
should depend on the fact that he remem- 
bers all that he has read or heard. The 
application of the principles varies to 
such an extent that if the student at- 
tempts to make an application in the 
exact form in which he has obtained it, 
because he works from memory, the result 
is likely to be unsatisfactory. 

A course in auditing should aim to de- 
velop in the student methods of work 
which indicate precision. In addition, an 
effort should be made to have the student 
express himself in a specific manner. The 
work of the public accountant is of such 
a nature that it cannot be completed in 
a manner satisfactory to the client unless 
the public accountant works in a systemat- 
ic manner to minimize waste effort and 
lost time. The papers which he prepares 
should be in a form that can be understood 
readily by those who have similar training. 
The public accountant should be clear 
and specific when replying to questions of 
bankers, clients and employees of the 
client if he is to maintain the high regard 
in which he should be held. Therefore, 
much attention should be devoted to de- 
veloping in the student some precision of 
action, and the habit of being clear and 
concise when writing or talking. 

Judgment has been stated to be the 
most important qualification of the public 
accountant. Good judgment can be devel- 
oped in many persons; it should come 
from the analysis of decisions made with 
the thought of making improvement 
where the results obtained indicate that the 
judgment has not been good. The instruc- 
tor in the course in auditing can render 
valuable assistance by correcting students’ 
replies and indicating errors of judgment. 

It was considered at one time that 
auditing could be taught satisfactorily 
through the use of a lecture course wherein 
the students took copious notes on impor- 
tant points. But the nature of the subject 
matter does not lend itself to satisfactory 
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treatment through the use of a lecture 
course, and it is doubtful if anyone teach- 
ing auditing at the present time would at- 
tempt to keep the interest of a class during 
a whole school year through lectures. 

The course in auditing should be based 
on a textbook which should be read by the 
students and discussed by the instructor. 
The textbook should be arranged so that 
the subject is developed logically in order 
to avoid the unnecessary confusion and dis- 
couragement which comes to a student in 
an advanced subject when he finds him- 
self reading in the early pages material 
which he cannot readily comprehend at 
that stage of his development. 

The discussion of the text should wher- 
ever possible consist of questions to the 
students which are phrased to bring out 
thought and discussion. It should be the 
aim to have all students answer questions; 
frequently those who are inclined to be 
reticent will give answers which will serve 
to assist both the instructor and other stu- 
dents. When all the members of a class 
are in the habit of asking questions and 
replying to questions the atmosphere of 
the classroom approaches that of a round- 
table discussion. This procedure has been 
followed successfully with large classes 
having as many as forty to seventy stu- 
dents; it places a burden on the instructor 
to word his questions so as to draw out the 
student and to elicit material to develop 
discussion. 

It is not advisable, however, that the 
course in auditing be restricted to the 
reading and the discussion of the text. 
Such reading and discussion may provide 
the student with knowledge of auditing 
procedure, but this will be of little value 
unless he can visualize its application to 
everyday business transactions. It is 
therefore necessary that the reading mat- 
ter be supplemented with additional 
instruction. 

Many of the sciences are taught through 
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students come in actual contact with the 
materials which are the subject of discus- 
sion. The records of business transactions 
in the form of accounts are to the account- 
ant what the substances and chemicals are 
to the scientist. It is therefore important 
that the student in an auditing course 
have the opportunity to review and ana- 
lyze practice material which approximates 
the business transactions with which he 
may come in contact in his later years. 
The instruction should include training 
in the examination of recorded transac- 
tions and data supporting transactions. 

One of the serious complaints which 
many students make is that they are given 
more homework than they can accomplish 
with benefit to themselves. There is some 
justification for this complaint. In some 
instances the instructor apparently con- 
siders that his course is the only subject 
for which the student studies at home. The 
practice material which may be used to 
illustrate the application of accounting 
principles to business transactions is of 
such a nature that it is rather difficult for 
the student to follow it to advantage with- 
out the continuous guidance of the in- 
structor. If the student is to obtain the full 
benefit, the significance of every little 
analysis or notation or compilation of 
figures should be elucidated while he is 
doing the work. Work on the practice 
material should, therefore, be done in the 
Classroom except possibly that which 
comes at the end and which corresponds 
to what the public accountant does at his 
own office after he has completed his work 
in the office of the client. 

The work on the practice material in 
the classroom gives the instructor an op- 
portunity to bring out numerous illustra- 
tions of peculiarities of individuals in the 
offices of the client. It should also provide 
occasions for discussions of different busi- 
hess transactions and their effect on the 
business or on individual employees. The 
work on the practice set should serve to 
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place before the students the necessity of 
determining what they would do or say 
under certain circumstances and to de- 
velop in their minds the proper procedure 
in each instance. It is in such work that 
an endeavor may be made to develop pre- 
cision and the use of expressions which are 
clear and specific. 

It will be found frequently that after 
the discussion of the text and the work 
incidental to the use of practice material 
there is still some time available. Some- 
times attempts will be made to review 
the discussions, but the students usually 
show little or no interest in such efforts. 
Where time permits, it is advisable to 
have some questions which illustrate the 
discussions, and, if possible, bring out the 
action which would be taken on transac- 
tions which are different from those pre- 
viously discussed. 

The use of questions should have as 
their principal object the development of 
thought and judgment on the part of the 
student. Questions which may be answered 
almost verbatim from the text do not have 
much value in a course in auditing. If re- 
sults are to be obtained, the questions 
cannot be long or involved, and problem 
material may sometimes be used for this 
purpose. Finally the instructor should 
allow the students ample time for thought 
before replying to the questions. 

Through the use of such questions, the 
student may develop the habit of con- 
centration on a problem which may be 
before him with the thought that he must 
bring out the best possible answer. The 
instructor should endeavor to guide the 
students in the interpretation of the ques- 
tions and in the phrasing of the replies. 
The student who talks in a rambling fash- 
ion to the discomfort of the others should 
be curbed. The student whose answers are 
too short or vague should be encouraged 
to give a full answer. 

In planning a course in auditing it is 
necessary to avoid covering so much 
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ground that it is practically impossible 
for the average student to retain a sub- 
stantial knowledge of the larger part of 
the material used. From the beginning, it 
should be realized that the average student 
cannot become a thorough public account- 
ant through attending a course in audit- 
ing. Hence, the course should be organized 
so that the average student will receive 
something which he can and will retain 
and to which he may add when he starts 
his practical experience as a public ac- 
countant. 

The question will arise as to whether 
students should be given tests each week 
or each month to ascertain whether they 
are making progress in their work. Owing 
to the extremely practical aspect of the 
subject it is difficult to see how satisfac- 
tory test material may be prepared to be 
used at short intervals which will bring out 
the thoughts or the probable actions of the 
students. It would seem more desirable to 
have real tests at the end of each half 
year and to devote considerable time to 
the review or the criticism of such tests 
so that the students might profit from sug- 
gestions made as a result of the time de- 
voted to their material. 

If the tests are given semi-annually it 
should be the aim of the instructors to 
include material which will bring out illus- 
trations of circumstances which may be 
encountered in business transactions. The 
student should be required to give careful 
consideration to every aspect of the ques- 
tion. His grade should depend on the 
amount of thought which is developed and 
on the clarity and directness of his reply. 
These are the important considerations in 
the work of a public accountant and they 
should weigh heavily in the work of the 
prospective practitioner. 

In some cases it may be desirable that 
the student have acertain amount of home- 
work in addition to the reading of the 
text. In such instances, the instructor may 
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decide that each student should prepare 
one or two reports during the school year, 
These reports may cover the nature of the 
examination which a public accountant 
might make in going over the accounts of 
a certain type of business with which the 
student may have some familiarity, or 
certain aspects of such an examination. 
The instructor must guide the student in 
the choice of his subject with the under- 
standing that the student is to do certain 
research work in the preparation of his 
report. 

The qualifications of an instructor of a 
course in auditing must now be considered. 
It goes without saying that the instructor 
should have a thorough grasp of the prin- 
ciples of accounting. Naturally many 
questions will arise in the classroom as to 
the interpretation of accounting prin- 
ciples, the preparation of accounting state- 
ments and other topics, which were a part 
of the other courses in accounting taken 
by the student. 

The instructor should have a compre- 
hensive knowledge of the atmosphere of 
the office of the public accountant and of 
the peculiarities of public accountants and 
their assistants. The fact that the instruc- 
tor imparts information of this nature 
will go far in assisting the student to ab- 
sorb some of the professional atmosphere. 
The instructor need not necessarily be or 
have been a public accountant to have 
such knowledge. He may obtain much in- 
formation from others which will serve the 
purpose. 

All during the course it should be the 
aim of the instructor to give illustrations 
from actual occurrences to develop the 
subject matter. The fact that the instruc 
tor says “I know of a case wherein, etc.,” 
and the student feels that the topic is 
being illustrated from something which 
really happened, will tend to add a practi- 
cal touch to the course and increase the 
interest of the student. 
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ACCOUNTING FOR REPOSSESSIONS 
AND TRADE-INS 


Davip HARTMAN 


traded in and the repossession re- 

quire special consideration if operating 
statements and balance-sheet accounts are 
to mean anything. A clearer presentation 
of the problems involved is made possible 
by outlining the financial background of 
the automobile business. 

Car dealers find it necessary to borrow 
heavily on their inventory of cars. The 
usual procedure is to arrange with some 
finance company to advance up to 100% 
of the “blue-book” value of each car 
placed on the floor of the dealers showroom 
or on his lot. Used-car advances will prob- 
ably be limited to 80% of “blue-book” 
value. The dealer signs what is known in 
the trade as a “flooring note,” securing 
this note with title to the car, and receiv- 
ing a trust receipt for the car. Under this 
arrangement the dealer may sell the car, 
but the finance company does not transfer 
title until the flooring note is paid, usually 
from the proceeds of the sale. 

Very likely the sale will be on a con- 
tract, the purchaser trading in an old car, 
plus a certain amount of cash, if the trade- 
in value is not sufficient to meet the down 
payment. In the case of sales of used cars, 
the purchaser in far too many instances 
just exchanges his old car for a recon- 
ditioned one and signs a contract for 
monthly payments for even eighteen or 
twenty-four months. 

The dealer in turn has an arrangement 
with his finance company to discount the 
purchaser’s contract. In addition to the 
selling price of the car the contract will 
include: sales tax; motor-vehicle license or 
transfer fee; insurance; and interest (re- 
ferred to as ‘‘carrying charge” or “time- 
sales mark-up”). The carrying charge is 
set according to the rates fixed by the 


[ AUTOMOBILE accounting the used-car 


finance company. When the finance com- 
pany discounts the contract, a certain 
part of this charge, known variously as 
“‘Dealer’s Reserve,” “‘Dealer’s Difference,” 
etc., will be placed to the credit of the 
dealer. Supposedly the dealer can draw 
on this account when the contract is paid 
off, but in practice the dealers, particularly 
the small ones, count very little on realiz- 
ing anything from their reserve accounts. 
Many small dealers, especially, know so 
little about the status of this account that 
they cannot intelligently negotiate with 
finance companies concerning any possible 
drawing. 

In the case of a sale on contract of a 
floored car, the dealer sends the finance 
company the purchaser’s contract. The 
company cancels the flooring note and 
sends the dealer a check for the difference 
between the amount due him on the con- 
tract and his obligation on the flooring 
note. It sometimes happens that the con- 
tract will not cover the flooring note since 
price reductions must sometimes be ef- 
fected to move cars which have remained 
on the floor too long. In cases of this 
nature the dealer sends his check along 
with the contract to cover the note. 

From the foregoing description one can 
easily see that the car dealer’s position 
is often precarious. The purchaser who 
doesn’t have too much in the car he bought 
may default on his payments. The finance 
company then looks to the dealer to take 
the car back (the worse for several months 
ill usage by an unscrupulous buyer), pay 
off the balance of the defaulted contract, 
and repair the wreck. The dealer will be 
extremely fortunate if he can resell the 
car at a price sufficient to cover the balance 
he paid on the contract plus the recondi- 
tioning costs. 
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The used car is the dealer’s Nemesis. Al- 
though urged, cajoled, and commanded by 
“higher-ups” to stop making such deals 
he has been unable to improve the situa- 
tion. Let the economic situation appear 
only slightly encouraging and the auto- 
mobile salesman soon has himself set for 
trouble when the next slump comes, for 
the ‘‘repo’s” as he dubs his repossessions, 
begin to accumulate. Fortunate, indeed, 
will be the dealer who can keep his “sales” 
above the “‘cost of sales” during the ensu- 
ing months. These are the economic con- 
sequences of second-hand cars, their re- 
conditioning, and repossessions. 

The used car presents accounting prob- 
lems peculiar to automobile merchandis- 
ing. Much of the dealing is a barter affair, 
one car being sold and another taken in 
plus a cash difference. This feature obtains 
particularly in selling new cars, and it is not 
at all uncommon for the allowance on a 
trade-in to exceed the price the car will 
bring forth. To take a car in at a figure in 
excess of what it is worth is tantamount 
to a discount on the car sold. Unless the 
necessary adjustment of such figures is 
made, gross profit is misstated, the inven- 
tory is inflated, and financial statements 
are misleading. 

On the other hand there is something 
to be said for the salesman’s side of the 
story. When making a deal he pays less 
attention to what the trade-in is worth in 
cash than he does to how much he has 
invested in the car he is selling. This is 
particularly true when he is selling a used 
car. Let us suppose the selling car is one on 
which he made an exceptionally good deal. 
The car is easily worth the money he is 
asking for it; the buyer cannot complain 
about that. But the buyer wants too much 
for his trade-in. In this particular case the 
prospective buyer is one the dealer wants 
very much for a customer. Possibly his 
credit is excellent; he will bring other 


business; or similar inducements make the 
dealer willing to sacrifice to effect a deal, 
So the dealer, maneuvering about as best 
he can, eventually allows more for the 
trade-in than he normally would. 

In a situation of this kind the account- 
ant naturally wants to rid the inventory 
of the inflated price of the trade-in. But 
the salesman must keep an eye on the 
allowance he made for the car; he must 
recoup as much of his loss as good sales- 
manship can. He wants the individual car 
sheet (in the car business every car should 
be recorded on an individual inventory 
and history sheet) to show as the cost of 
the car, the trade-in allowance, and all 
reconditioning costs. In other words the 
salesman isn’t interested in having the 
actual worth of the car shown; he wants 
records to show the figures he needs in 
making sales. And what is true of the 
trade-in in this respect is also true of the 
repossession. 

To meet the needs of the salesman and 
the desire of the accountant to have rec- 
ords from which he can draw statements 
that reflect the true status of the business, 
it is necessary to make several modifica- 
tions in the accounting procedures. 

At the time of the sale of the car on 
which a trade-in is received, the following 
entry would normally be made: 


Charge 

$250.00 
200.00 

Credit 


To record sale of Car #111 and purchase of 

trade-in Car #141 

But suppose the trade-in allowance is 
$50.00 in excess of the cash value of the 
car. It should be taken into inventory at 
$200.00; but, if it is so recorded, the sales- 
man is deprived of the figure he wishes to 
keep foremost in the records. To remedy 
the situation the following entry replaces 
the foregoing one: 


Charge 
Car Pur 
Cash... 
Excess 
Credit 
Car Sal 
Reserve 
lowan 
The i 
car as 
randu 
the cli 
stater 
cess 
along 
obtail 
the si 
them 
in alle 
Co: 
As ea 
of a 
notat 
follov 
is soli 
Charge 


Cash. . 
Reserv 
Sessl 

Credit 
Car Sa 
Cost o 
To rec 

This 

serv 
ance: 
appli 

| it in 
| ment 
| Cost 
figur 
| Te 
| sales 

| to$ 

| byt 
costs 

| be 

of sa 
| in a 


Accounting for Repossessions and Trade-Ins 


Charge 

Excess Trade-In Allowances...... 50.00 

Credit 


Reserve for Trade-In and Repossession Al- 


50.00 


The individual car sheet will carry the 
car as costing $250.00 and also a memo- 
randum of the $50.00 excess allowance. At 
the close of the period when the operating 
statement is prepared, the account ‘“Ex- 
cess Trade-In Allowances” is deducted 
along with Cost of Sales from Sales to 
obtain gross profit. This procedure causes 
the sales to bear the expense of making 
them which is involved in excessive trade- 
in allowances. 

Cost of sales will also need adjusting. 
As each car sheet, providing it is the record 
of a trade-in or repossession, carries a 
notation of the excess allowance made, the 
following entry is possible when the car 
is sold: 


Reserve for Trade-In and Repos- 
session Allowances............. 50.00 


Credit 
Cost of Sales Adjustments. . 
To record sale of Car #141 
This entry removes from the account ‘“‘Re- 
serve for Trade-In and Repossession Allow- 
ances” the amount of excess allowance 
applicable to the car being sold and places 
it in the account “Cost of Sales Adjust- 
ments,” the latter being deducted from 
Cost of Sales to obtain a true cost of sales 
figure. 

To illustrate the foregoing suppose the 
sales for the fiscal period have amounted 
to $50,000 and cost of sales, represented 
by the purchase price plus reconditioning 
costs, amounted to $40,000. Let it also 
be assumed there is included in the cost 
of sales a total of $750.00 of excess trade- 
in allowance, and that in making the 
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$50,000 of sales $1000 excess trade-in al- 
lowance was given on the trade-ins re- 
ceived. The operating statement properly 
adjusted would appear thus: 


les 
Less, Cost of Sales........ 


, 000.00 
Deduct, Cost of Sales Ad- 
750.00 
Adjusted Cost of Sales... .. $39, 250.00 
Excess Trade-In Allowances. 1,000.00 40,250.00 


Referring again to the account, “Re- 
serve for Trade-In and Repossession Al- 
lowances,” any balance in this account 
represents the excessive allowances on cars 
still in the inventory. Being a valuation 
account similar to Reserve for Deprecia- 
tion, it is properly deducted from the car 
inventory account at the close of the 
fiscal period. 

When dealing with repossessions it is 
necessary, likewise, to provide for special 
accounting features needed. Every auto- 
mobile sale should be considered a poten- 
tial repossession. And, further, those sales 
creating this contingency should provide 
for any such loss. Each dealer should 
determine a standard gross profit from 
his past sales, leaving out the sale of 
repossessions. With this ratio he can deter- 
mine what would have been his gross 
profit on his repossessions had they been 
first sales. This latter figure compared with 
the actual gross profit or loss on reposses- 
sions will tell the loss due to repossessions. 
The ratio of this loss to total sales is a 
significant percentage, and should have a 
prominent place in every profit-and-loss 
statement. That item will be one of the 
expenses of the business: ‘““Loss on Repos- 
sessions.” 

If loss on repossessions should prove to 
be 5% of sales, then in the foregoing illus- 
tration, the loss would be $2500 (5%of 
$50,000), and the following entry would 
be necessary: 
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Charge 

Loss on Repossessions. .. . $2,500.00 

Credit 

Reserve for Loss on Repossessions. ....... $2, 500.00 


To record the estimated loss on reposses- 

sions estimated at 5% of sales of $50,000 

The foregoing procedure makes possible 
charging against gross income the loss 
from the repossessions which will result 
from the sales of the period. The account, 
“Loss on Repossessions,” is an expense 
of the period. The account, ‘Reserve for 
Loss on Repossessions,’”’ acts as a suspense 
account against which amounts in excess 
of the cash value of repossessions can be 
charged as these cars revert to the dealer. 
When the defaulted contract is paid off 
the entry will be: 


Charge 

Car Purchases... . .... $125.00 

Reserve for Loss on Repossessions.. 75.00 

Credit 


Doe’s defaulted contract on Car #118 dis- 

counted with the Auto Finance Co.; and to 

charge the difference between the ap- 

praised value of the car and its cost to Re- 

serve for Loss on Repossessions 

In the foregoing entry the repossessed 
car cost the dealer $125.00; it was worth 
$50.00, a loss of $75.00. The amount of 
loss is charged against ‘‘Reserve for Loss 
on Repossessions,” as previously outlined. 
As in the case of a trade-in on which an 
excess allowance was made, the reposses- 
sion is carried on the car sheet at the cost 
figure, $125.00, and a memorandum entry 
of the excess cost of $75.00 is also made. As 
the inventory is inflated by this amount, 
it is credited in the foregoing entry to the 
account, ‘Reserve for Trade-In and Re- 
possession Allowances.” From this point 
the accounting procedure is the same as in 
the case of the trade-in with an excess 
allowance. 

It will no doubt be dampening to the 
salesman’s ardor to take a $2500 loss on 


repossessions and have excessive allow- 
ances deducted from his hard summer’s 
work. But when the repossessions go on 
the block in January they will be valued 
at what each is worth, spot cash. In some 
instances this may be pretty close to zero. 
The dealer can, under the recommended 
procedure, recondition the old trade-ins, 
or junk them, as well as the repossessions, 
and still show a profit and a correct one, 
even on the sales of such. 

Caring for the foregoing entries in an 
expeditious manner calls for proper system 
installation suited to automobile transac- 
tions. The journal illustrated hereinafter 
has been found satisfactory for recording 
sales and the related transaction, the dis- 
counting of the buyer’s contract, as well 
as for the special needs referred to in the 
previous discussion. To illustrate the use 
of the journal assume the following trans- 
actions: 


Sold to Jas. A. Blye 


$1,000.00 
Motor Vehicle License (transfer fee). ..... 2.00 
62.50 
$300. 

Time-sales mark-up..................... 45.74 


Let the cost of the car sold after recon- 
ditioning be $930.00 and at the time it was 
taken in as a trade-in assume an excess 
allowance of $125.00; also, let the ap- 
praised value of the trade-in on this sale 
be $275.00. And further, assume that the 
contract in the sale is discounted with the 
finance company (whose statement fol- 
lows) was paid by check. 
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Accounting for Repossessions and Trade-Ins 


Flooring note ON $650 .00 

$758.24 


The entries for these transactions appear 
in Figure 1. 
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Attention is called to the column “Cost 
of Sales Adjustments.”” When the car sold 
to Blye was received as a trade-in there 
was, as previously stated, $125.00 excess 
allowance. When the sale entry is made, 
this amount is entered in the special 
column as shown. The total of this column 
is posted as shown on the next page. 


(Left page) 
January 1938 Car SALES AND 
| \Trade-] New || Used Motor Cash | Check | Car 
Day Sold to | In Car Car Vehicle Recpts. | Record | Purchase 
_ No. Sales Sales Sunnes License © | Clearing || Clearing | Clearing 
Cr Cr Cr Cr Cr Cr Dr Cr Dr 
5 | Jas. A. Blye | 211 1000/00 75\00 32)\25 2/00 62|50 300/00 350/00 
Contract discounted | 62\50 140)75 
| 
(Right page) 
Contracts DISCOUNTED 
+ Con- {Contracts Cost of 
Trade-In Carrying} tracts } Receiv- | Dealer’s Flooring of Sales Miscellaneous 
Pay-offs ahie Charge || Receiv- | able Dis-] Reserve | Notes (Memo) Adjust- 
able counted 2 ments Dr Cr} Accounts 
Cr | Dr | Cr Dr Cr Dr Dr Dr-\Cr 
100/00 50/00 45\74 617/49 930/00 125\00 
| 32\45 617|\49 13|29 650/00 
FIGURE 1 
January 1938 Car PURCHASES 
New | Used | | Loss Check Miscellaneo! 
Day| Cat Car Car on Flooring Car 
8Y! No Bought from | Sold to Pan Per ance on | _Repos- Notes Record Sales 
Trade- | sessions Clearing} Clearing 
Ins Cr Account 
Dr Dr Dr-\Cr Dr-\Cr Cr Cr Cr 
5 | 211) Blye, Jas. A. 350}00 75\00 350}00 


FIGURE 2 
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Charge 
Reserve for Trade-In and Repossession 

Credit 
Cost of Sales Adjustments................... $x.xx 
Thus the special column makes possible 
the entry found in the third journal entry. 

It will be noticed that this journal is 
tied to the Cash Receipts, the Check 
Record, and the Car Purchases by clearing 
columns, a contra column being carried 
in each of these books to offset the columns 
in the Sales book. 

The trade-in received from Blye will be 
entered in the Car Purchases. Attention 
is called to the contra clearing column, 
“Car Sales Clearing,” just referred to. 
Note that the same $350.00 appears in this 
column as does in the “Car Purchases 
Clearing” column in the Sales book (Fig- 
ure 2). 


The special column, ‘‘Excess Allowances 
on Trade-Ins,” will be posted: 


Charge 

Excess Trade-In Allowances.......... $x.xx 

Credit 

Reserve for Trade-In and Repossession Al- 


This column makes possible the adjust- 
ment discussed and illustrated as part of 
the second journal entry. 

The total of the special column, ‘‘Loss 
on Repossessions,” would be posted: 


Charge 

Reserve for Loss on Repossessons..... . $x.xx 

Credit 

Reserve for Trade-In and Repossession Al- 


The surgery outlined in this discussion 
may seem hard in June, but it will be 
welcome in the chilly repossession season 
after Christmas. 


THE FLOW OF PROPERTY AS A BASIS OF 
INTERNAL CONTROL 


WARNER H. Horp 


URING recent years there has been 
D wide discussion both within and 
without the accounting profession 
concerning the exact nature of an account- 
ing principle and what may be considered 
generally accepted accounting principles. 
This discussion has served to focus atten- 
tion upon both the importance of account- 
ancy and the extreme difficulty of many 
of the problems with which it must deal. 
Many of these problems have been greatly 
clarified while many others, frequently 
overlooked because of their hidden nature, 
have been more sharply revealed. But 
there is still no definite answer to the 
question of what constitutes an accounting 
principle and whether, in fact, there really 
are any basic accounting principles. How- 
ever, if we read between the lines in many 
recent discussions, there seems to appear, 


strangely enough, the clear implication 
that accounting principles embody ele- 
ments of business expediency, applica- 
tions of individual judgments, verdicts of 
court decisions, general or accepted prac- 
tice within an industry, needs of particu- 
lar interests, and dictates of business man- 
agement. Such an approach appears to 
deny the existence of basic accounting 
principles capable of exerting control over 
accounting practice from within. Instead 
this approach compels, by implication if 
not expressly, the conclusion that account- 
ing is a composite of policy, not basic 
principles, resulting from practice which 
has developed in response to the needs 
and demands of the various conflicting 
and competing interests which account- 
ancy serves. In other words, it appears 
that the weight of opinion holds that 
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accountancy is built up from without, 
that it is a tool of its external creators, and 
that there is little of basic principle capa- 
ble of exerting effective and consistent 
control from within the accounting process 
itself. 

The above statements are not intended 
to be harsh indictments of current prac- 
tice or current statements of accounting 
principles and theory. Instead they are 
intended to raise sharply the question of 
what is an accounting principle—is it 
something that directs and controls ac- 
counting practice from within and there- 
fore basic and consistent in all accounting 
practice, or is it something imposed upon 
accounting practice from without and 
therefore specialized and applicable only 
to the particular situations which it serves? 
If the former constitutes an accounting 
principle, then accounting practice should 
be controlled from within in accordance 
with the basic concepts inherent in its 
origin rather than from without, and this 
control—not merely routine—should be 
consistent throughout all accounting prac- 
tice unless and until a departure is both 
recognized and justified. If accounting 
principles are, on the contrary, no more 
than routines of procedure with which to 
give effect to expedients imposed from 
without, they can provide no basis for a 
consistent internal accounting control and, 
hence, it would seem, that the concept of 
basic principle in accounting is not valid. 

In many respects, it would appear, that 
this clash in points of view over what 
constitutes an accounting principle is an 
inherent part of the confusion which re- 
sults from viewing accountancy as an in- 
ternal tool of business management on the 
one hand and as the basic knowledge of an 
independent profession on the other hand. 
As a profession, accountancy transcends 
the needs and jurisdiction of any particu- 
lar business or industry, and, as such, 
requires an internal body of principles to 


provide a consistent basis for the intelli- 
gent communication of factual informa- 
tion; but as a tool of internal management 
accurate interpretation can be made by 
use of information provided from sources 
wholly external to the accounting process. 

It is therefore the purpose of this article 
to discuss the possibility of developing a 
basis of internal accounting control cen- 
tering around the flow of property in ac- 
tually executed business transactions. No 
new philosophy or concept of accountancy 
is being proposed; instead, every effort 
has been exerted to weed out of current 
accounting practice all non-accounting 
concepts and, then, to work out a proce- 
dure based entirely upon technical ac- 
counting concepts. In other words, an 
attempt has been made to work out a 
purely accounting solution for purely ac- 
counting matters. The procedure begins 
with the development from the funda- 
mental accounting equation of technical 
accounting concepts which are believed 
to be essentially inherent in the equation 
and practically universally accepted. 
These concepts are then carried forward 
and applied consistently throughout the 
entire scope of accounting procedure. It is 
believed, that therefore, the procedure 
here developed follows from a consistent 
application of the basic ideas inherent in 
the fundamental accounting equation. But 
in spite of the apparently orthodox pro- 
cedure followed, some of the results are 
wholly unorthodox in terms of current 
accounting practice. Hence, the real issue 
may be stated as follows: Are certain 
phases of current accounting practice in 
direct conflict with or in complete disre- 
gard of basic accounting principles? 


TECHNICAL ACCOUNTING CONCEPTS 


It appears wholly unlikely that the 
various elements of accounting practice, 
as developed in separate business units, 
can ever be reduced to a single consistent 
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body of principles; indeed, the dominant 
forces underlying the earlier stages of ac- 
counting practice worked in direct oppo- 
sition to the development of a consistent 
accounting basis. It seems reasonable to 
assume that, on the contrary, if there does 
exist an internal basis from which to exert 
accounting control, it must be consistent 
with and inherent in the basic concept 
from which accounting practice itself 
sprang. Thus, if we leave, for the moment, 
the widely varied field of accounting prac- 
tice with its innumerable adaptations to 
all types of circumstances, both account- 
ing and otherwise, and go back to the 
starting point, we shall find that all ac- 
counting is based upon the dual concept 
of property: property as a thing of value 
to the business, an asset; property as an 
ownership right to such thing, an equity. 
The amounts! of the two are essentially 
equal; they are simply different aspects 
of the same thing. Each of these concepts 
becomes a separate element of the basic 
accounting equation or assumption under- 
lying all accounting procedure, namely, 
Assets = Equities. 

It is evident, from the above discussion, 
that the terms “asset” and ‘“‘equity” have 
technical accounting meanings wholly dif- 
ferent from those assigned to the same 
terms in popular usage. The accounting 
term ‘‘asset’”’ refers only to the thing 
which is capable of ownership but never 
includes the ownership of that thing. On 
the other hand, the accounting term 
“equity” refers only to the ownership as- 
pect of a thing but never includes the 
thing itself. Since an economic good with- 
out ownership has no legal status and 
since ownership behind which there is no 
economic good is pure fiction, it follows 
that only the combination of the two can 
provide a basis of exchange in business 
transactions. It is this combination of an 


+ The term value is being avoided throughout this 
article in the interest of clarity. 


accounting asset element and an account- 
ing equity element that corresponds to 
both the legal and popular concept of 
property. The following diagram may 
help to clarify these relationships: 


Asset $10 


Equity $10 
However, the terms “‘asset” and “‘equity” 
are so widely used interchangeably with 
the term property that their popular 
meanings have almost completely smoth- 
ered the technical accounting meanings 
attaching to the same terms. 

Furthermore, the use of account names 
among the accounting equities, which are 
more descriptive of the legal nature than 
of the accounting nature of the equities, 
provides another source of serious confu- 
sion in the meanings of accounting terms. 
The confusion from this source, however, 
will be largely removed if it is realized 
that the legal control is confined solely to 
the names while the accounting control 
extends wholly and solely to the amounts. 
The legal phraseology refers to the claims 
of outsiders against the owners of the 
property described by the fictitious ac- 
counting entity while the accounting equi- 
ties make up one of the two elements of 
that property. Strictly speaking, account- 
ing assets and equities can respond only 
to the transaction flow of actual business 
properties and, although the accounting 
equities may usually be summarized in 
terms of the legal equities, they cease to 
be accounting equities the moment they 
reflect legal rather than accounting changes 
in amounts, if the two are in conflict. 
Thus, in case of insolvency, the accounting 
assets may be less than the legal equities 
but not less than the accounting equities. 
It is also true that the face amount of 
legal claims may be changed independ- 
ently of transaction changes in the in- 
vested property, but this does not change 
the actual accounting amounts invested 


Property $10 
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in the business by the particular suppliers 
of capital involved. 

Hence, an accounting equity is a claim 
against a thing rather than an individual, 
while an asset is the thing itself, wholly 
exclusive of the ownership to the thing. 
As a result, the total amount of things 
must be equal to the total amount of 
ownership rights against these things. 
Thus there comes into existence a techni- 
cal accounting concept embracing only the 
things, called assets; while simultaneously 
there comes into existence a second tech- 
nical accounting concept embracing only 
the ownership claims to these things, 
called equities. The equating of these two 
technical accounting concepts brings into 
existence the fictitious accounting entity 
within which accounting control, whatever 
its nature, must be exercised. 

Behind this dual-natured accounting 
entity, there exists a second fictitious en- 
tity, the business entity. This business 
entity is related to the fictitious account- 
ing entity in such manner as to be vested, 
in an accounting sense, with the sole re- 
sponsibility of possessing and managing 
the property, and, of carrying out the 
business transactions relating to this prop- 
erty through which changes in the ac- 
counting entity are produced. The ac- 
counting asset-and-equity concepts are 
inseparable components of any property 
which can become the subject matter of 
a transaction executed by the fictitious 
business entity. It is this inseparable na- 
ture of the two accounting concepts from 
the property subject matter of the ac- 
tually executed business transactions that 
provides the basis for internal accounting 
control. The actually executed business 
transaction is the only channel of com- 
munication between the fictitious account- 
ing entity and the fictitious business en- 
tity and, likewise, between the fictitious 
business entity and all outsiders with 
whom business transactions may be com- 


pleted. Thus, the fictitious accounting 
entity acts as a meter within this channel 
through which all transactions between 
the fictitious business entity and outsiders 
must be consummated. The accounting 
entity has the advantage of being able to 
register the passage of an entire property 
if either its asset or its equity element is 
identified, while the business entity is in- 
capable of performing a business transac- 
tion unless one or the other of these two 
elements of the property involved is iden- 
tified. Hence, for business transactions in 
which only the asset element of the prop- 
erty subject matter is identified, effec- 
tive internal accounting control requires 
that the identified asset element be 
equated with the unidentified equity ele- 
ment of the property involved; and for 
transactions in which only the equity ele- 
ment of the property is identified, effective 
accounting control requires that the 
identified equity element be equated with 
the unidentified asset element of the prop- 
erty involved. The instant there is failure 
to equate the asset and equity elements 
of each property involved in an actually 
executed business transaction, the ac- 
counting control becomes as ineffective as 
a pair of scissors with the blades taken 
apart. 

If the above reasoning is correct, it is 
clear that the popular meanings of the 
terms “‘asset’”’ and “equity” give no indi- 
cation of the technical accounting mean- 
ings of the same terms. This confusion of 
meaning has created almost insuperable 
obstacles to the identification of the true 
effect of actually executed business trans- 
actions upon the assets and equities of a 
business enterprise. It has produced the 
rather wide practice, among both account- 
ants and laymen, of tracing the effects of 
transactions to only one side of the basic 
accounting equation; whereas, such trans- 
actions must of necessity affect both sides 
of this equation. This practice, in turn, 
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has resulted in the unconscious substitu- 
tion of the bookkeeping rule of equal 
debits and credits for basic accounting 
principle at various places in the account- 
ing process. 

The terms “asset” and “equity” are 
used in this article only in their accounting 
sense, as defined above, unless the con- 
trary is indicated. The term “‘property’’ is 
used to denote the popular concept of the 
term ‘‘asset,’”’ that is, a combination of an 
accounting asset and an accounting equity 
to form the property transferred by busi- 
ness transactions. Because of this tech- 
nical meaning of terms, it will be well to 
keep in mind that a number of the pas- 
sages to follow may contain a technical 
meaning not apparent if the above terms 
are read in their popular sense. 


THE ACCOUNTING NATURE OF FINANCIAL 
BUSINESS TRANSACTIONS 


An analysis of accounting practice will 
show that the transactions which a busi- 
ness enterprise may perform are quite 
commonly divided into the following four 
basic groups: 

1. Transactions exchanging equities for 
assets. 

2. Transactions exchanging one kind of 
asset for another. 

3. Transactions exchanging assets for 
equities. 

4. Transactions exchanging one kind of 
equity for another. 

At first glance, these four statements 
will appear to be a technical definition of 
business transactions in terms of basic ac- 
counting principles, but more careful ex- 
amination will reveal that this classifica- 
tion does nothing more than reflect the 
bookkeeping debits and credits usually 
made in recording business transactions. 
These classifications are stated in terms of 
the equated assets and equities within the 
fictitious accounting entity. But the ac- 
counting entity cannot engage in business 
transactions; it can execute no exchanges 
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of its own. It can only reflect the effects of 
the transactions executed by the fictitious 
business unit. On the other hand, this 
fictitious business unit cannot exchange 
separately an accounting asset or an ac- 
counting equity; it must always exchange 
the two together in a combination con- 
stituting property. Hence, to use the ac- 
counting terms “‘asset”’ and “‘equity”’ sepa- 
rately to describe the subject matter of a 
business transaction produces a meaning- 
less anomaly; any attempt to use these 
same terms in a popular sense to explain 
technical accounting procedure is likewise 
meaningless. Thus, property must always 
be the subject matter of a business trans- 
action which produces an accounting 
effect, while the asset and equity elements 
of this same property must always be 
admitted to and recorded in the account- 
ing entity. The above classifications, 
though widely used in accounting circles 
are so confused between the popular and 
technical usages of the terms involved as 
to be almost devoid of meaning. The na- 
ture of this confusion will become more 
apparent if the above classifications are 
contrasted with the following correspond- 
ing classifications designed to reveal the 
true nature of the transactions involved: 


1. Organization or investment transactions, 
by which new increments of property are 
admitted to the fictitious accounting entity 
as a result of investments by the suppliers 
of capital. 

2. Profit-and-loss transactions, by which one 
kind of property already within the ficti- 
tious accounting entity is exchanged for 
another kind of property to be admitted 
to the fictitious accounting entity. 

3. Dissolution transactions, by which old in- 
crements of property are deleted from the 
fictitious accounting entity as a result of 
distributions to the suppliers of capital. 

4. Purely legal transactions, by which the 
suppliers of capital agree to cancel their 
old contract of investment and accept 4 
new contract in its place without producing 
any accounting effect whatever upon the 


accounting assets and equities of the prop- | 


erty involved. 
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ABILITY OF BUSINESS TRANSACTIONS 
TO PRODUCE ACCOUNTING 
PROFIT OR LOSS 


These four classes of transactions will 
now be analyzed in terms of their ability 
to produce an accounting-profit or loss. 
The accounting basis for measuring profit 
and loss requires no lengthy treatment 
and, therefore, will be developed in con- 
nection with the discussion of the individ- 
ual classes of transactions. 

The first group of transactions, in which 
“equities are exchanged for assets” or by 
which new increments of property are ad- 
mitted to the fictitious accounting entity, 
compose the enabling transactions by 
which the fictitious accounting entity and 
the basic accounting equation are brought 
into existence in relation to the property 
so acquired. All such transactions, irre- 
spective of the time in the history of the 
business enterprise when they occur, are 
organizing transactions in an accounting 
sense. They are the means by which the 
business enterprise acquires entirely new 
increments of property which had no pre- 
vious history within either the fictitious 
business or accounting entity. Such newly 
acquired property must be admitted to 
the accounting entity and given a carrying 
amount on both sides of the basic account- 
ing equation as a prerequisite to its entry 
into computations of accounting profit and 
loss. Technically these transactions are 
not exchanges at all in an accounting 
sense, but, more exactly, an admission of 
property acquired by business transac- 
tions to the fictitious accounting entity by 
a separation of its asset from its equity 
element. Hence, the accounting entity re- 
ceives both an asset and an equity but it 
gives nothing in exchange for these two 
elements of the property acquired. This 
group does not represent exchange or pur- 
chase transactions but rather investment 
transactions, in which the outlay of the 
business entity is purely of a legal nature 
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and therefore incapable of accounting 
measurement. It is possible and desirable, 
however, to set up the accounting equity 
to the property admitted to the fictitious 
accounting entity in such manner as to 
reflect the outside legal claim against the 
fictitious business entity or the new owners 
of the property. But this legal dress does 
not, in the least, change the accounting 
nature of the equity involved on the books 
of account. Since nothing is exchanged 
which had a prior carrying basis within the 
fictitious accounting entity, this group of 
transactions are incapable of producing 
accounting profit or loss irrespective of the 
time or circumstances during which they 
occur. There simply do not exist two dif- 
ferent amounts which can be offset against 
each other to give a difference that can be 
called a profit or a loss. 

The second group of transactions, in 
which one property (not one asset) is ex- 
changed for another, all take place sub- 
sequent to the creation of an accounting 
basis. There is, in all cases, a carrying 
amount for the property parted with 
(whether it be a physical good or intan- 
gible service or both) to provide a true ac- 
counting basis for measuring cost. Like- 
wise, there is, in all cases, a second prop- 
erty which, when received in exchange 
and admitted to the fictitious accounting 
entity at its transaction price, provides a 
basis for measuring income.? Thus, the 
income is the amount commanded by the 
item transferred and admitted to the fic- 
titious accounting entity by an actually 
executed business transaction. These two 
carrying amounts, one for the old property 
parted with and the other for the new prop- 


2 This discussion assumes that the property ex- 
changes will be made on a price basis. If two properties 
were exchanged without being reduced to a price basis, 
the new property would take on exactly the same carry- 
ing amount as the old. Also, the term income is used in 
the same sense as gross revenue because it was felt 
that presentation would be aided by use of terms cost 
and income to compare concepts of gross revenue out- 
lay and gross revenue returns. 
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erty acquired, supply the cost and income 
amounts from which to compute account- 
ing profit or loss. It is significant to note, 
however, that for every one of these trans- 
actions, both the asset and equity ele- 
ments of the property transferred are re- 
leased to remove completely the carrying 
basis of the old property, while both the 
asset and equity elements of the newly 
acquired property are placed on the books 
to form the first carrying basis of the new 
property. Hence, the profit or loss on the 
transaction is reflected on both sides of 
the basic accounting equation as the dif- 
ference between the old asset and equity 
carrying amounts of the property trans- 
ferred and the new asset and equity carry- 
ing amounts of the property acquired. It 
follows, therefore, that the full carrying 
amount of both the asset and equity ele- 
ments of the property acquired must be 
admitted to the same accounting entity 
to provide the carrying amount for the 
new property. 

The third group of transactions is the 
exact converse of the first group. These 
transactions, instead of representing an 
exchange of an asset for an equity, actu- 
ally represent a distribution of property 
in liquidation of both the asset and equity 
elements attaching to this property. It 
was pointed out above that profit or loss 
must result from comparing two different 
carrying amounts, one for the property 
transferred and one for the newly acquired 
property. In the present case, the assets 
given in liquidation of the equities do have 
a prior carrying amount but the effect of 
the transaction is to eliminate the whole 
property, i.e., both the accounting asset 
and equity elements, from the fictitious 
accounting entity without acquiring any 
new property in exchange. Hence, no ac- 
counting profit or loss can result from 
these transactions because, although there 
is a basis for measuring cost, nothing is 
acquired in exchange which can take on a 
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new carrying amount to provide an ac- 
counting basis for measuring income. It 
appears, therefore, that accounting profit 
and loss cannot result from the distribu- 
tion of property in liquidation of the busi- 
ness obligations to the suppliers of capi- 

The fourth group of transactions may 
be properly described as an exchange of 
one equity for another, provided, it is 
understood that the equities represent 
legal claims of outsiders against the owners 
of the property involved, rather than ac- 
counting equities against the accounting 
assets within the fictitious accounting en- 
tity. Such transactions do not involve an 
actual exchange of property between the 
fictitious business entity and outsiders, 
and, therefore, do not come within the 
scope of transactions to which accounting 
control responds. On the contrary, how- 
ever, these legalistic transactions may not 
be projected within the scope of account- 
ing control to produce an effect which is 
in conflict with the principles of account- 
ing. Thus it is permissible to allow a non- 
accounting entry which will reflect the 
changed legal status in the accounting 
equities, but it is not permissible to allow 
this entry to be made in such manner as 
to give these accounting equities a carry- 
ing basis under their new name different 
from that which existed under their old 
name. This reasoning leads inevitably to 
the premise, earlier stated, that the names 
assigned to the equity side of the balance 
sheet may well describe the legal status 
of the accounting equities in terms of out- 
side claims against the owners of the busi- 
ness properties, but, that the amounts of 
all these equities must be subject, exclu- 
sively, to accounting control. Thus ac- 


3 This conclusion is in direct conflict with the com- 
mon accounting practice of carrying directly to surplus 
the difference between the book value and cash paid 
in retirement of an equity, thus producing a change 
_ worth the same as if there had been a realized profit 
or loss. 
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countancy and law may join in holy union 
so long as law prescribes only the names 
and accountancy controls the amounts to 
be reported among the equities. But the 
moment the law dictates both names and 
amounts the balance sheet ceases to be an 
accounting statement irrespective of the 
degree of improvement which may be 
claimed for its legal status. 


SOME APPLICATIONS TO TREASURY-STOCK 


TRANSACTIONS 


Though the foregoing analysis is largely 
consistent with current accounting prac- 
tice for handling transactions dealing with 
identified assets, it is evident that this 
analysis is in almost direct conflict with 
current practice for handling transactions 
dealing in identified equities. For that 
reason, it is desirable to demonstrate the 
effects of the principles discussed by show- 
ing applications to concrete situations. 
Limited space makes it necessary to con- 
fine these illustrations to a few types of 
transactions by which a corporation pur- 
chases its own common stock. 


Illustration 1: 


Suppose a corporation, having assets 
and equities each equal to $10,000 and 
having 100 shares of common stock out- 
standing, purchases 10 shares of its own 
stock for $1,000. In this case practically 
all methods of treatment concur so that 
there is little disagreement about the re- 
sults. The transaction would undoubtedly 
be recorded by the following entry: 


Treasury Stock (Minus Capital 
Stock Account) $1,000 


Cash $1,000 


But this simple entry requires much 
analysis to determine the basic accounting 
facts resulting from it. The true account- 
ing facts are hidden in the answers to the 
following questions: 


1. What is the business property actually in- 
volved in this transaction? 
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2. What is the true accounting nature of the 
transaction? 

3. What are the true accounting effects of the 
transaction? 

4. Who are the two parties to the transaction? 


WHAT IS THE BUSINESS PROPERTY 
INVOLVED IN TRANSACTION? 


It was previously stated that the ficti- 
tious accounting entity is capable of regis- 
tering the passage of a complete property 
if either the asset or equity element of 
that property is identified, and, that the 
fictitious business entity is incapable of 
executing a transaction unless one or the 
other of these elements of the property 
involved is identified. If we apply this 
principle, it is immediately evident that 
the networth equity in common stock is 
definitely identified and there remains 
only the problem of identifying the asset 
element of the same property. At this 
point it is well to remember that the term 
property does not refer to any specific 
property which might have been the sub- 
ject matter of any single transaction in 
the past. It is a well recognized fact that 
properties come into the business entity 
in entirely different combinations, quan- 
tities, and forms from those in which the 
same properties will leave the business 
entity. Our problem is to identify the 
specific property which constitutes the 
subject matter involved in this particular 
treasury-stock transaction without regard 
to the identity of the different properties 
which form the subject matter of prior 
transactions. 

Prior transactions are significant, how- 
ever, in one respect. Each one should have 
resulted in equal increments to both the 
asset and equity elements of the proper- 
ties admitted to the fictitious accounting 
entity; these increments in assets and 
equities should have been recorded at the 
amount of the transaction price by which 
the property was acquired. It follows, 
therefore, that the carrying amount of 
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every property within the fictitious ac- 
counting entity, no matter what its form, 
quantity, or nature, must be made up of 
such combination of the equated elements 
of other properties as will compel an equal- 
ity of the asset and equity elements of the 
property in question. If this were not true, 
the removal of a property having unequal 
asset and equity elements would destroy 
the very basis of accounting balance and 
any attempt to force a balance by arbitrary 
adjustment of debits and credits would 
wipe out the effect of internal accounting 
control and leave purely fictitious quanti- 
ties behind the accounting figures. Since 
the property involved in a treasury-stock 
transaction is undoubtedly within the ac- 
counting entity, it follows that there must 
be an asset element attaching to this prop- 
erty whose carrying amount is exactly 
equal to that of the identified networth 
equity. 

Perhaps one of the most serious errors 
underlying current accounting practice is 
the mistaken identity of cash for the asset 
element of the property involved in a pur- 
chase treasury-stock transaction. But ac- 
tually the cash involved in the transaction 
cannot possibly be the asset element of the 
property attaching to the identified net- 
worth element, because first, the current 
price and cost of cash is always the same, 
whereas, this is obviously not true of the 
asset element attaching to the networth 
equity. Secondly, the networth equities 
are not simply specialized equities attach- 
ing only to the cash asset element. Even 
if this were true, it would still be meaning- 
less to say that the asset element is used 
to purchase the equity element of the 
property cash. A transaction must transfer 
both the asset and equity elements of the 
property involved in the same direction in 
order to produce the effect of an exchange. 
Actually cash comes into the picture only 
because it is the medium of exchange 
through which the transaction is reduced 
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to a settlement basis. Eliminate cash 
from the picture and the transaction could 
still have taken place, and with exactly the 
same meaning, except that settlement 
would have been more complicated. 

The actual property involved in the 
treasury-stock transaction is undoubtedly 
the same as the property that would have 
been involved had some outsider pur- 
chased the same stock. To the outsider, 
it appears evident, that the property in- 
volved was an interest in the total cor- 
porate property represented by an amount 
equal to the carrying amount of the identi- 
fied networth equity on the one hand anda 
corresponding share of the undivided as- 
sets on the other hand. The corporation, 
in purchasing the same stock, in the same 
market, must have purchased exactly the 
same property. 


WHAT IS THE TRUE ACCOUNTING 
NATURE OF THE TRANSACTION? 


It should be apparent by now that a 
treasury-stock transaction is not an ex- 
change of an asset for an equity as the al- 
most universal practice implies. Assets 
and equities, in an accounting sense, are 
no more exchangeable, one with another, 
than are the two sides of a silver dollar. 
The two combined make a single property, 
whereas, neither has any controlled ac- 
counting status when taken separately. 
Hence, the true accounting nature of a 
transaction in treasury stock may be de- 
scribed as follows: First, a withdrawal 
from the fictitious business entity of the 
property described above; secondly, the 
reduction of this property to a price basis 
and the settlement in cash. Thus, there 
really are two complete transactions: 


1. A dissolution transaction by which the 
fictitious business entity is partially dis- 
solved by a withdrawal of some of the 
suppliers of capital together with a part or 
all of the property represented by the 
capital which they contributed. 
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2. A purchase transaction by which the re- 
constituted business entity purchases from 
the retired suppliers of capital their undi- 
vided interest in the total corporate prop- 
erty. 


WHAT ARE THE TRUE ACCOUNTING 
EFFECTS OF THE TRANSACTION? 


The accounting effect of a treasury-stock 
transaction may now be summarized as 
follows: 

1. To withdraw a property whose two ele- 
ments are carried within the fictitious ac- 
counting entity at their original transac- 
tion or cost prices.‘ Since the asset and 
equity elements are essentially equal, the 
carrying amounts for both are equal to the 
carrying amount of the identified networth 
equity. 

2. To repurchase this same property at a 
cash price which establishes a new cost 
basis within the fictitious accounting entity. 

The net effect of the transaction, there- 
fore, is a constructive withdrawal of the 
property from both the business and the 
accounting entities as a result of the dis- 
solution transaction at its cost or carrying 
amount on the books of account, and then, 
a constructive return of the same property 
to the fictitious business and accounting 
entities at its new cash price as a result of 
the purchase-settlement transaction by 
which it was reacquired. 

Careful analysis will reveal that the 
true nature of such transactions is clouded 
by a confusion of the current cash price 
paid with the cost carrying amount of the 
property involved. This results in measur- 
ing the amount of the asset element in 
terms of current cash price and the equity 
element of the same property in terms of 
its carrying amount which is cost. It is 
quite similar to the problem that arises 
from carrying both sales and purchases in 
a single merchandise account. Another 
illustration of exactly similar nature would 


‘ Carrying amount, as used here and elsewhere, in- 
cludes profit increments or loss decrements which, also, 
teflect amounts set by actual transaction prices. 
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be that of attempting to balance physical 
weight against physical volume. If the 
materials are identical, weight and volume 
will balance; likewise, if price is constant 
for the property involved, cost and price 
will balance. It is because cost and price 
are the same in the above illustration that 
all accounting methods give the same re- 
sults. But to use these relationships as 
principles of control can scarcely be de- 
pended upon to give reliable results. Yet, 
unless the foregoing analysis is wholly 
wrong, current accounting practice is built 
around this fallacious principle of control. 


WHO ARE THE TWO PARTIES TO TREASURY 
STOCK TRANSACTION? 


Space will not permit anything more 
than a very superficial coverage of this 
phase of the problem. It is believed, how- 
ever, that the above analysis is entirely 
consistent with reasonable legal require- 
ments. The entire procedure comes within 
these three elementary principles of law: 
1. that there must be two parties to every 
contract; 2. that a corporate entity has 
the right of dissolution; 3. that dissolu- 
tion breaks the corporate entity down into 
separate parties capable of dealing with 
one another. It is, of course, realized that 
the law does not call a treasury-stock 
transaction a partial dissolution of the 
corporate entity. Nevertheless, the law 
authorizes the execution of treasury-stock 
transactions which constitute factual dis- 
solution even though, within the fiction of 
the law, such may not be recognized as 
legal dissolution. However, when the 
creditors of a corporation have to choose 
between fact and fiction as a basis of se- 
curity, they are likely to find that the 
market places a much higher value upon 
security that exists in fact than upon 
security that exists only in legal fiction. 
But irrespective of what the law assumes, 
it is difficult to identify two parties to the 
contract behind a treasury-stock transac- 
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tion unless there is an assumed dissolution 
of both the parties and properties of the 
corporate entity. Any other basis will re- 
sult in the corporation purchasing from 
members of its own entity property which 
it already owns. Even if the stockholders 
be considered outsiders, they still have no 
property to sell the corporation in relation 
to the stock which they hold unless there 
is first a constructive withdrawal from the 
corporate entity of the property to which 
their stock equities attach. Thus the re- 
tiring stockholders and the diminished 
corporate entity are the two parties to a 
treasury-stock transaction. 


Illustration 2: 


Assume that the same stock as above 
had been purchased by the corporation at 
$800 instead of $1,000. The accounting 
effect of the transaction may now be fac- 
tored by the following entries: 


Dissolution Transaction: 


Stockholders Equities.............. $1000 
Re-purchase Transaction: 
Undivided Assets.................. $1000 


Obviously this is a basically different 
result than would be obtained from cur- 
rent accounting practice which would re- 
duce total assets only $800 and add $200 
to the remaining equities. Just how it is 
possible for some of the stockholders to 
make themselves more and more wealthy 
by buying out the other stockholders at 
the open competitive market price is not 
entirely clear. And even if the stockholders 
believe they are buying at a bargain it 
appears more reasonable that they should 
defer their profit until it is earned by an 
actual realization on the assets retained. 
An exactly similar practice would be to 
assume that a sale of an identified asset 


at less than its cost does not constitute a 
loss (deduction from an equity) but rather 
an increase in the value of another asset. 
This kind of practice, besides being illogi- 
cal and unsound, actually destroys all the 
elements of accounting control with a view 
toward showing the measured amount of 
capital actually contributed to, released 
from, and the net amount still remaining 
within the business entity. Obviously, if 
the balance sheet is thus released from ac- 
counting control, the same thing is true 
of the operating statement. 

The procedure illustrated above will, on 
the contrary, bring about an immediate 
reduction of the total assets, which, in 
turn, will reduce the periodic charges for 
depreciation, thus relieving the operating 
statement of a portion of its fixed charges 
or losses on collection. If the earning power 
of the corporation has not been impaired, 
the difference between the carrying amount 
and the transaction price of the property 
involved in the treasury-stock transaction 
will ultimately be realized in profit. This 
procedure is consistent with common prac- 
tice of not taking profits until they have 
been realized. It further reduces account- 
ing practice for both assets and equities to 
a consistent basis and thus sets up the 
essential elements of an effective account- 
ing control. 


Illustration 3: 


Assume that the same stock was pur- 
chased for $1,200. The entries would be 
exactly the same as before except that the 
$200 would be an asset increase instead of 
an asset decrease. There is not space to 
go into the various elements of this pro- 
cedure. But those who wish to call this a 
bookkeeping write-up should first look at 
both sides of the equation at the same 
time and then decide what is the true 
effect of the preceding illustration, which 
is the more common. It is believed that 
this $200 increase in the total assets is the 
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true effect of an actually executed business 
transaction, the recording of which, good 
accounting practice requires. The preced- 
ing illustration, when recorded according 
to common practice, results in a book- 
keeping write-up of the equities (and 
therefore of the assets) but in direct con- 
tradiction to the true accounting effect of 
the actually executed business transaction. 
It appears preferable, therefore, that if the 
supposed ‘‘offense” of a bookkeeping ad- 
justment must be committed in either 
case, that it be committed in such a man- 
ner as will best report the effects of the 
transaction being recorded. 


Illustration 4: 


Assume a corporation with a balance 
sheet as follows: 
X-Cor poration 
Assets Equities 
Total Assets $920,000.00 Capital Stock $1,000,000.00 
Less Deficit 80,000.00 


$920,000.00 $ 920,000.00 
Assume further, that the corporation has 
10,000 shares of stock outstanding and 
that it is selling on the market at $10 per 
share. The corporation buys 1,000 shares 
of its own stock for the market price of 
$10,000. Current accounting practice 
would record this transaction by the fol- 
lowing entry: 


Treasury Stock........ 
$10,000.00 
Surplus (or Capital Surplus).......... 90 ,000 .00 


The X-Corporation balance sheet, after 
giving effect to this entry, would appear as 
follows: 


X-Cor poration 
Assets Equities 
Total Assets $910,000.00 Capital Stock $900,000.00 
Capital Surplus 10 000. 00 


$910,000.00 $910,000.00 

In a single transaction involving $10,000 
of cash and without the realization of any 
profit on a sale, in fact, without a sale at 
all, the corporation was able to wipe out 


an $80,000 deficit and create a $10,000 
surplus! No new capital was paid into the 
business, no profits were realized and yet 
the apparent financial position of the busi- 
ness has been greatly improved while the 
book value of the stock has increased 
about 10%. Moreover, the corporation 
actually carries on its books at $100,000 
assets which it has just purchased for 
$10,000, and, this it is able to do without 
the stigma of an unrealized appraisal 
increment to surplus. 

On the other hand, the results thai 
would be realized by applying the prin- 
ciples outlined above follow: 

Journal Entry: 


$100 ,000 
82,000 
Balance Sheet: 
X-Cor poration 
Assets Equities 
Total Assets. ... $910,000 Capital Stock. $900,000 
Less Asset Re- 
2,000 Less Deficit.. 72,000 
$828 ,000 $828 ,000 


The differences in the results between 
the two methods is self-evident from the 
tabulations above. The reasons for these 
differences have already been explained 
and need no further clarification here. 


SUMMARY AND CONCLUSIONS 


The basis of the accounting control out- 
lined in this article rests upon the flow of 
property between the fictitious business 
entity and outsiders as a result of actually 
executed business transactions. This ac- 
counting control appears to depend upon 
three simple principles and an undeter- 
mined number of corollaries. The three 
principles may be stated as follows: 

1. That the actually executed business trans- 
action and the accounting entry always 
reflect an identical property subject matter. 

2. That all amounts admitted to and released 


from the fictitious accounting entity repre- 
sent actual transaction prices. 
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That the asset and equity elements of 
every property admitted to or released 
from the fictitious accounting entity must 
be equated in the process of recording each 
transaction. 


It may be said, in general, that current 
accounting practice has failed to enforce 
these principles of internal accounting con- 


trol, 


largely, for the following reasons: 


By confusing assets with properties, cur- 
rent practice has been wholly unable to 
distinguish between cash as a price settle- 
ment device and the actual properties in- 
volved in a business transaction. As a re- 
sult frequent adjustments are made in 
equities when transaction accounting prin- 
ciple would require that assets be adjusted. 


. Failure to recognize that every property 


transferred must combine asset and equity 
elements of exactly equal amount has led 
to the same type of confusion and the same 
type of results. Though this error in con- 
cept has been widespread, the practice 
has given incorrect results only when the 
property exchanged has involved an identi- 
fied equity thus leaving the asset element 
unidentified. Such transactions have been 
erroneously classed as an exchange of an 
asset for an equity, and hence, the offsetting 
adjustment to equities to force a balance 
between the debits and credits by which 
such transactions have been recorded. Such 
an exchange is an impossibility since its 
only meaning is that the ownership of a 
thing is traded for the thing itself. In cases 
in which the asset has been the identified 
part of the property, the adjustment has 
been properly made through the net-worth 
equities for the difference between trans- 
action price and the carrying amount. It is 
well also to point out that, in almost all 
cases, when the asset is identified the equity 
element of the property is unidentified and 
vice versa. 


. Largely as a result of the above two basic 


errors in accounting logic, current practice 
has apparently accepted, as fundamental 
accounting principle, the procedure that 
all adjustments essential to balance the 
debits and credits in any transaction must 
be made through net worth or some related 
account. It is only necessary to point out 
that under the procedure outlined in this 
article, the adjustment would be made to 


assets when the asset element was the un- 
identified part of the property involved, 
whereas, it would be to net worth if the 
equity element were the unidentified part 
of the property. 

4. It follows, therefore, that the result of the 
above errors in basic accounting logic has 
been the unconscious substitution of the 
bookkeeping rule of equal debits and credits 
for the accounting principle of equal assets 
and equities. It is true the bookkeeping rule 
leaves an equality between the supposed 
assets and equities, but, as demonstrated 
earlier, there may have been any number 
of forced changes in the carrying amounts 
of these assets and equities wholly unre- 
lated to actually executed business trans- 
actions. Debits and credits are themselves 
a part of the accounting process and when 
they are made a basis of control, the result 
is to set up a self-contained entity, designed 
to control only itself, wholly removed from 
the actual flow of property in business 
transactions. 


In conclusion, it is interesting to note 
the following summary of troublesome 
elements in accounting theory and prac- 
tice which appear to be somewhat clarified 
and simplified when interpreted in terms 
of the transaction basis of accounting. 


1. The transaction-flow-of-property basis 
gives accounting a stable point of view 
tied into a technical basis of account- 
ing in such manner as to be positively 
distinguishable from other associated 
points of view. 

2. It sets up an accounting fiction which 
sharply defines the limits of the func- 
tion and scope of accountancy. This, 
together with the stable point of view, 
reduces the difficulty of separating the 
accounting from the nonaccounting 
elements of actually executed business 
transactions. 

3. It shows the exact relationship be- 
tween the fictitious accounting entity 
and the fictitious business entity irre- 
spective of whether or not the latter 
has legal existence. 

4. It makes possible the classification of 
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all business transactions in terms of 
their true effect upon the ficticious 
accounting entity. 

. It substitutes the accounting principle 
of measuring the true effect of the 
transaction flow of property upon the 
accounting assets and equities for the 
bookkeeping rule of equal debits and 
credits. 

6. It brings both sides of the basic ac- 
counting equation under exactly simi- 
lar rules of procedure. Thus, the carry- 
ing amount of every item, whether 
asset or equity, which passes from the 
dual accounting entity must be com- 
pletely removed from the books of 
account. And in no case may the dif- 
ference between this carrying amount 
and the transaction price be carried, 
as an adjustment, into another item 
on the same side of the basic account- 
ing equation. The equality of assets 
to equities must be recognized in every 
executed business transaction and this 
equality reflected by corresponding 
equal increments and decrements 
within both elements of the fictitious 
accounting entity. Hence, differences 


between the carrying amounts of out- 
going assets and the transaction price 
of incoming assets are adjusted for in 
the equities, while similar differences 
between equities are adjusted for in 
the assets. 

7. It identifies the elements of profit and 
loss on both sides of the basic account- 
ing equation. 

8. It eliminates the possibility of profit 
or loss resulting from changes occur- 
ring on only one side of the basic ac- 
counting equation. 

9. It provides an effective basis for dis- 
tinguishing the technical accounting 
from the popular meanings attaching 
to the same term. 

10. It reduces dissolution entries to the 
exact converse of organization entries. 

11. It eliminates all amounts from the 
fictitious accounting entity which 
have not resulted from the effect of 
actually executed business transac- 
tions. 

12. It defines an exact basis on which 
legal and accounting control may be 
combined in the balance sheet with- 
out conflict. 


ECONOMIC ASPECTS OF FIXED-CAPITAL 
OBSOLESCENCE 


C. A. MovER 


nomic literature devoted little atten- 

tion to problems arising from the 
abandonment of producers’ durable goods 
before the end of their physical life. When 
obsolescence was mentioned it was usually 
treated as a factor of depreciation that 
had hitherto been somewhat overlooked. 
However, the mere mentioning of obso- 
lescence as one of the causes of deprecia- 
tion was the first step leading to a much 
more detailed examination and refinement 
of the concept. 


Prom TO the twentieth century eco- 


In recent years an attempt has been 
made in some instances definitely to sepa- 
rate depreciation and obsolescence. This 
tendency to separate these two sets of 
factors seems a logical and necessary one 
and is a separation which is recognized 
throughout this article. The term depre- 
ciation was at first used in the business 
world to describe only the loss of value 
suffered by durable goods because of “wear 
and tear’ and physical deterioration. 
Since obsolescence is still excluded by 
many writers and many producers when 
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speaking of depreciation, but is included 
by others, it becomes necessary to estab- 
lish a consistent treatment in this respect. 
Problems of physical depreciation have 
been studied for several decades, but an 
appreciation of the separate problems of 
obsolescence is just becoming apparent. 
In order to secure clearness of terminology, 
it is desirable that depreciation as used 
in the business world should retain its 
original meaning and not be broadened in- 
discriminately to include other factors 
such as obsolescence. 

It is true that in business practice, sepa- 
rate measurement offers a difficult task; 
nevertheless, such a separation is desir- 
able. Modern economic society is con- 
ducted largely with private capital and 
under private management, and stability 
therefore requires that sound financial 
policies be followed. If the interests of 
creditors, stockholders, and the public 
are to be protected, the full facts of de- 
preciation and obsolescence must be 
clearly stated and understood. This sepa- 
ration is necessary in order that these 
groups be served to the best advantage, 
and should be maintained in business prac- 
tice as well as in analytical studies. 

The term depreciation is used herein to 
describe the physical factors which con- 
tribute to the retirement of fixed assets 
from use. In other words, it includes ‘“‘wear 
and tear’’ from use, and deterioration from 
the action of the elements. Obsolescence is 
the word used to describe the functional 
or intangible factors which cause the per- 
manent abandonment of fixed assets. 
When durable goods become obsolete, 
they go out of use before the end of their 
physical life because of changing economic 
or technical conditions. Stated concisely, 
depreciation is caused by the use of cer- 
tain productive facilities in producing 
goods or services, while obsolescence leads 
to the non-use of certain productive facili- 
ties. The former implies the gradual ex- 
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piration or consumption of productive 
power, while the latter implies the aban- 
donment of unused potential productive 
power. 

It seems that no important cases which 
considered the subject of obsolescence had 
appeared in the courts before 1909. At 
that time, obsolescence was regarded as 
a risk which had no relationship with the 
calculation of net earnings. Since the case 
of the Brooklyn Heights R. Co. v. State 
Board of Tax Commissioners, in 1910, 
the courts have quite consistently upheld 
the view that the provision for deprecia- 
tion should include an allowance for that 
obsolescence which is reasonably ascer- 
tainable in advance, while that which is 
not so readily ascertainable should be ex- 
cluded. 

The changing status of the subject in 
various income-tax laws since 1913 pre- 
sents an interesting and significant evolu- 
tion. It should be borne in mind, however, 
when examining the place of obsolescence 
in the income-tax law, that this law estab- 
lishes rules of procedure to be used in com- 
puting income for tax purposes only. Be- 
fore 1918, the Bureau of Internal Revenue 
permitted the cost of property lost through 
obsolescence to be deducted in the year 
in which the property was disposed of; 
taxpayers were not permitted to accrue 
obsolescence as they did physical deprecia- 
tion. During the World War, the use of 
specialized machinery and equipment for 
manufacturing war supplies emphasized 
the importance of obsolescence to the in- 
dividual taxpayer. Realizing that such 
equipment would be useless as soon as the 
War ended, the firms engaged in manu- 
facturing war supplies began to insist that 
they be permitted to accrue obsolescence; 
that they be permitted to make deduc- 
tions for obsolescence even before ma- 
chinery and equipment were discarded. 

The Act of 1918 distinguished between 
normal or ordinary obsolescence, ‘due to 
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the normal progress of the art or to be- 
coming inadequate to the growing needs 
of the business,’ and extraordinary obso- 
lescence, due to “some unforseen cause 
by reason of which the property has been 
prematurely discarded.” The Treasury 
Department permitted an annual deduc- 
tion for the former when computing in- 
come for tax purposes, but permitted the 
latter to be deducted only in the year in 
which the property was discarded. Later 
acts further clarified and expanded upon 
these terms. Income-tax laws have re- 
tained the distinction between ordinary 
and extraordinary obsolescence, and this 
refinement has received widespread usage 
and acceptance. 

Early accounting literature did not 
mention obsolescence. However, with the 
introduction and widespread use of ac- 
counting for depreciation, accountants be- 
gan to mention obsolescence as one of the 
depreciation factors. In the early twen- 
tieth century it was considered as a risk 
of doing business and the accountants 
made no attempt to take it into considera- 
tion in the accounts until a fixed asset was 
definitely abandoned. However, as the 
technique of manufacturing and industry 
developed, more and more cases of obso- 
lescence appeared. Accountants began to 
regard it as a regularly occurring phenom- 
enon and so included it as a factor of 
depreciation. 

Accountants also suggested that in 
many cases producers must use their judg- 
ment as to what they consider the best 
time to retire certain assets from use. 
Sometimes, of course, there is no option, 
but for many improvements and new tech- 
niques, the producer may exercise a choice 
of continuing the use of his present equip- 
ment or of substituting new. Obsolescence 
therefore may be classified as compulsory 
or volitional. 

Obsolescence has also been classified 
by writers as complete or partial, tempo- 
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rary or permanent, product obsolescence 
or machine obsolescence, and primary or 
secondary. 

A careful distinction should be made be- 
tween obsolescence and obsoleteness. An 
asset is obsolescent while it is still in use 
but is approaching the point at which it 
will be discarded before the end of its 
physical life. It becomes obsolete when it 
is discarded because of obsolescence. Ob- 
soleteness, then, is the final state of obso- 
lescence, or is completed obsolescence. 

The frequent occurrence of obsolescence 
has led to the question of whether or not 
it constitutes an expense of production to 
the individual producer. Private business 
has been slow to examine the financial 
effects of obsolescence, as it was also slow 
to examine the financial effects of physical 
depreciation. The physical effects of de- 
preciation are clearly recognized by indi- 
vidual producers. They see that durable 
goods used in production finally become 
unsuitable for further production and have 
to be disposed of. They perceive also that 
fixed property, like less durable property, 
or circulating capital, is consumed in serv- 
ice. Although alike in their fundamental 
nature, the two are traditionally separated 
because the latter is consumed in a single 
use, while the consumption of the former 
extends over a longer period of time. The 
physical results of depreciation are appar- 
ent, but the same cannot be said of finan- 
cial results. If the life of the business and 
the life of the asset coincide, as was true 
in the case of the early joint ventures, or 
if the asset’s physical life is less than the 
life of the enterprise and no attempt is 
made to compute earnings periodically, 
then the monetary value of an asset lost 
through use would automatically be con- 
sidered as an expense of production, prob- 
ably at the time of abandonment. However, 
present industrial society requires that 
profits be measured at frequent intervals 
in terms of monetary units, and so it has 
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become necessary that the life of an enter- 
prise be divided into arbitrary periods of 
time. In order to allocate the expense oc- 
casioned by the use of fixed assets, sev- 
eral methods of apportionment have been 
devised and applied in business practice. 

The financing of replacements is an im- 
portant problem to management and is 
one which must be faced, but it is a prob- 
lem apart from that of consideration of 
depreciation as an expense of production. 
The question of methods of apportion- 
ment, use of original cost or replacement 
cost, effects of changing price levels, and 
similar questions are receiving consider- 
able attention today. The significant point 
about depreciation today is the fact that 
the details of depreciation are receiving 
notice, and not the question of whether or 
not it constitutes an expense of produc- 
tion. It has been quite widely accepted in 
the courts, in literature, and in business 
theory and practice as an expense of pro- 
duction. 

Obsolescence, on the other hand, was 
not until recent years considered to be an 
important part of the problem of the 
measurement of the financial results of the 
use of fixed property in industry. Engi- 
neers state that in most cases obsolescence 
causes the abandonment of physical prop- 
erty long before it has reached the state 
of physical deterioration which would 
cause discontinuance of its use. The ques- 
tion arises therefore as to whether or not 
obsolescence as well as physical deprecia- 
tion should be considered as an expense. 

Obsolescence has been treated in a num- 
ber of different ways in business practice. 
Very frequently in the case of railroads 
and public utilities, obsolescence has been 
disregarded as a factor in calculations of 
profits, and physical depreciation has been 
charged on equipment as long as it is still 
owned, even though the equipment has 
been taken from use. It has sometimes 
been advocated that obsolescence should 
be capitalized; that the unamortized cost 


of the old property should be added to the 
cost of the new property taking its place 
so that the total will be apportioned over 
future periods. The Interstate Commerce 
Commission has permitted the railways, 
in some cases, to treat the loss resulting 
from obsolescence as an asset or deferred 
charge of a special nature, to be allocated 
to future periods’ operations. Obsolescence 
suffered has sometimes been considered as 
a deduction from revenue in the year in 
which the property was abandoned. A 
fifth treatment often advocated and often 
used in practice is to reduce accumulated 
surplus of past periods by the amount of 
the obsolescence which has occurred. A 
reserve for contingencies has often been 
maintained in order to restrict assets with- 
drawable by dividends when it appears 
that obsolescence might occur in the fu- 
ture. The income-tax provisions permit 
normal obsolescence to be combined with 
depreciation and deducted in computing 
income for tax purposes. Extraordinary 
obsolescence, which has not been accrued, 
is considered as a loss of the year of aban- 
donment and may be deducted from the 
year’s income in computing the tax. Re- 
cent court cases, however, have held that 
if obsolescence not provided for in the de- 
preciation allowance is foreseen, then the 
depreciation deduction permitted in the 
following years of the use of the asset may 
be increased in order to include the addi- 
tional amount foreseen. 

Objections to including obsolescence as 
a periodic deduction from revenue have 
been based mainly upon the argument 
that it is an unpredictable factor. The 
same objection was raised when discus- 
sions of physical depreciation as an éx- 
pense of production first began to appear; 
but, the desirability and necessity of at- 
tempting to measure the consumption of 
physical property has brought about the 
acceptance of physical depreciation as an 
expense in spite of the fact that attempted 
measurements are only reasonably accu- 
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rate estimates. The same practical diffi- 
culty has delayed the recognition of ob- 
solescence as an expired outlay which is 
to be considered in the periodic calcula- 
tions of profits. 

It may be granted that obsolescence is 
not exactly predictable, but it is believed 
that it is not as unpredictable as com- 
monly believed. Studies have shown that 
an average lapse of thirty-three years was 
found to exist between the “conception 
date’ of an invention and “the date of 
commercial success.’”* The development 
period which is necessary after every in- 
vention tends to make obsolescence pre- 
dictable. The construction of mortality 
tables for various types of physical prop- 
erty, improvement of forecasting tech- 
niques, and further engineering develop- 
ments will all lead to greater accuracy in 
predicting this factor. If it is granted that 
much obsolescence is reasonably predict- 
able, then obsolescence represents an 
expired outlay which should be taken into 
consideration in calculating earnings peri- 
odically. 

Management should determine the ex- 
pense caused by accruing obsolescence as 
accurately as possible and should record 
this periodically. As the time of retirement 
approaches, and its date becomes more 
accurately determinable, then surplus or 
accumulated earnings should be corrected 
for over- or under-allowances of the past, 
and future allowances should be based 
upon the new estimates. As the technique 
of forecasting develops, the periodic obso- 
lescence expense to be shown can be 
estimated more accurately. 

In the broad economic sense, obsoles- 
cence is considered as an expense of produc- 
tion, but if management desires to intro- 
duce an accounting refinement and con- 
sider obsolescence as a loss, rather than as 
an expense, because the abandoned capac- 


* Gilfillan, F. C., “The Prediction of Inventions,’ 
Technological Trends and National Policy, National 
Resources Committee (Washington: 1937) p. 19. 


ity contributes nothing to production, 
then the accounting treatment will be 
slightly changed. Obsolescence then will be 
treated as a regularly occurring loss which 
must be taken into account before arriving 
at a net revenue figure, but not as a cost 
of production along with depreciation. 
Whether it is considered by management 
as a cost of production or as a loss which 
occurs regularly, the ultimate financial re- 
sults of either provision will be the same, 
for both treatments cause a deduction to 
be made from gross revenue. 

Not only should individual concerns 
consider obsoiescence in their periodic cal- 
culations of net earnings, but they must 
also provide through the establishment of 
funds or the maintenance of a favorable 
working capital position, for the financing 
of new equipment when it is needed. The 
recording of obsolescence as an expense 
would tend to give a correct calculation of 
profits, but it would not guarantee that 
the assets derived from sales would be 
kept in such form that replacements could 
be financed from them. 

Another problem which has arisen with 
respect to individual enterprises is in con- 
nection with the time when fixed assets 
should be retired because of volitional ob- 
solescence. The conclusion is reached that 
every concern should retain the old assets 
until it appears that the advantages to be 
derived from the use of the new equipment 
ultimately will yield the concern a larger 
net revenue than that derived if the old 
equipment is kept in use. The comparative 
effects upon the income stream must be 
estimated. In making this estimate, man- 
agement must include in its consideration 
many things which apparently are fre- 
quently overlooked. The abandoned use- 
fulness of existing property, the savings 
in operating costs to be effected, and the 
possibility of future obsolescence of the 
new equipment are factors which should 
receive attention in making the compari- 
son. The probable rate of production 
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should be projected into the future. Al- 
though equipment is purchased which has 
twice the capacity of the old and will give 
a lower unit cost of production when used 
to full capacity, it does not necessarily 
follow that the purchase of such equip- 
ment is desirable. Increased capacity with 
lower costs does not cause any savings 
unless the excess production can be dis- 
posed of in the market. Many examples of 
overexpansion are evident in which new 
equipment was purchased or a new plant 
was built for future business which never 
materialized. Sales cannot be increased 
merely by spending money on improved 
methods which will give greater output. 
Also, rates of interest and means of 
financing, and the effects of changes of 
quality upon the sales price and the extent 
of the market for the improved product, 
are matters which must be given due 
weight before entering upon a contem- 
plated change. 

Consideration of the above factors is 
necessary in order that each producer will 
insure himself the most profitable use of 
improvements and the avoidance of im- 
prudent obsolescence retirements. Many 
of these factors are difficult to express in 
terms of effects upon future revenue; 
nevertheless, they should be fully con- 
sidered. 

The temporary advantage secured by 
the installation of a new technique has 
sometimes been mentioned in connection 
with a retirement policy. If everyone 
adopted the new technique immediately, 
prices would soon drop and no special gain 
would result. However, the initiator who 
installs the new technique first and with- 
holds the profits from the community as 
a whole secures a temporary advantage 
because of the lag existing before com- 
petitors adopt the same methods and 
before prices are lowered generally. 

It is true that the producers who begin 
business with machinery which can pro- 


duce at lower costs, and the producers who 
have machinery which has been in use for 
some time and is ready to be scrapped 
anyway, and who therefore are in a posi- 
tion to use a newer type than competitors, 
will enjoy a temporary advantage over 
their competitors. Those producers who 
can operate at lower costs than the mar- 
ginal producers derive an additional gain 
or saving which is in the nature of an 
economic rent. The above description is 
not a criterion of retirement, but serves 
as an analysis of one reason why certain 
enterprises may be able to earn profits in 
excess of others in the same field. 

It seems reasonable to believe that capi- 
tal goods which are obsolete to one con- 
cern are not necessarily obsolete to an- 
other concern. An enterprise which has 
installed new machinery just before a 
technological improvement appears will 
probably find that it would not pay to 
scrap this machinery soon, even though 
an improved type made its appearance 
and was adopted by some competitors. 
High labor costs in one community may 
also be an influence which will accelerate 
retirements because of obsolescence earlier 
there than in other parts of the country 
where labor costs are lower. Not only each 
individual industry, but also each individ- 
ual concern should analyze the advantages 
of the new as compared to the old in reach- 
ing a decision on obsolescence. Further- 
more, the conditions peculiar to each type 
of durable goods or to each method in- 
volving the use of durable goods must be 
analyzed in order to determine the most 
advantageous time of retirement. 

Commission-regulated industries, like 
private industries, should compute the 
differential net revenue obtained from the 
use of new equipment as compared with 
the use of the old. But they should also 
judge the effect of the probable attitude 
of commissions when contemplating re- 
tirements because of obsolescence. 
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The time at which a cost-reducing inno- 
vation is installed also has a direct effect 
upon consumers. From the viewpoint of 
the consumer it would seem that the 
sooner these improvements were uni- 
versally adopted, the greater would be his 
gain. If all producers adopted a cost- 
reducing innovation at once, then it seems 
to follow that the consumer would enjoy 
its benefits more rapidly because lowered 
costs and competition would bring lower 
prices. Lower prices will follow if com- 
petitive conditions are still present, for 
those initiators who introduce the new 
method and who derive quasi-rent will 
find that a new margin will be established 
with a more widespread adoption of the 
new method, and the quasi-rent will tend 
to disappear. 

It should be kept in mind that immedi- 
ate widespread adoption of improvements 
would increase total costs because of the 
shortened life of fixed property. Such a 
condition would tend to keep costs high 
rather than to lower them. An extremely 
rapid rate of retirement therefore might 
work to the disadvantage of consumers. 

Many complications appear when an 
attempt is made to determine the time at 
which fixed property should be declared 
obsolete in order that the best interests of 
labor will be served. The immediate effects 
upon labor of technical advances or im- 
proved methods is the direct displacement 
of labor. Many if not most of the new 
machines require less labor to operate and 
therefore directly displace workers from 
their jobs. A technological improvement 
may also result in indirect displacement 
of workers in many ways. It is impossible 
to trace the direct or indirect effects upon 
labor all the way through industry and 
society, but many cases can be found in 
which a technological advance in one in- 
dustry has an effect upon another in- 
dustry which appears at first to be only 
distantly related. 


It is generally believed that the intro- 
duction of labor-saving machinery and 
technological advances in industry leads 
in the long run to a higher standard of 
living for labor. It is believed that ulti- 
mately labor benefits a great deal by these 
improvements. As labor-saving machinery 
is introduced, manufacturing costs are re- 
duced and eventually the price of the 
product falls. As a result, the product is 
made available to consumers at a lower 
price and more of it is consumed. The new 
machinery which is required calls for addi- 
tional workers in the durable goods 
factories and in the extractive industries 
and in other related industries. It is also 
true that the increased consumption of the 
product will presently require a gradually 
increasing labor force in order to increase 
production to a higher level. Shorter work- 
ing hours, more pleasant working condi- 
tions, and lighter tasks are mentioned as 
some of the favorable results of techno- 
logical advances. 

Discussions of technological unemploy- 
ment often overlook one important aspect 
however. In the United States we have a 
continually increasing population, and 
also an increasing labor productivity be- 
cause of technological improvements. 
Therefore the rate of production must in- 
crease rapidly enough to take care of the 
increase in the working population and 
also to offset the increased productivity. 

If labor is to be given fullest considera- 
tion, a technical improvement should not 
be installed until the labor displaced by 
such an improvement can be absorbed by 
other departments or by other industries 
or can be given temporary work of some 
sort until permanent employment can be 
found. Also, substitutions of improved 
equipment for old should not be made so 
rapidly that the requirement for more 
labor due to increase in total production 
is not able to absorb both the recently re- 
leased workers and the increasing labor 
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supply accompanying an increasing popu- 
lation. 

The conclusion seems to follow that the 
time at which fixed property should be 
retired because of obsolescence does not 
coincide for all interests concerned. The 
most advantageous time for owners may 
not prove to be best for consumers or for 
labor. On the other hand, if fixed property 
is declared obsolete so that the consuming 
class benefits most, owners and labor may 
suffer injurious results. The rate of retire- 
ment which would be most beneficial to 
labor may prove to be very disadvanta- 
geous to other groups. The most advan- 
tageous time for one owner may be quite 
different from that of another owner of 
identical equipment. The consumers of 
one product may benefit from certain re- 
tirements which will result in injury to 
other consumers. Labor in a specific con- 
cern or industry may experience injurious 
results because new equipment is substi- 
tuted for old, while labor in other con- 
cerns or other industries may be greatly 
benefited by such changes. 

The rate of retirement which will give 
the best social results is indeed a problem. 
But a general statement may perhaps be 
attempted. If no new machinery is per- 
mitted except for replacement of units 
worn out, there would be no recognition 
of obsolescence, but under this plan 
progress in technology would be retarded 
and the productive efficiency of such an 
economic system would be low. If im- 
proved methods and improved machinery 
are universally installed as soon as they 
are available, then obsolescence costs 
will be high and considerable effort and 
expense will be necessary in installing 
the new equipment in place of the old. In 
this case progress in technology would be 
rapid because the latest methods would be 
used as soon as possible, and again effi- 
ciency would be low because obsolescence 
costs would be extremely high. The most 


desirable results would follow from a 
policy of obsolescence retirements which 
lies somewhere between these two ex- 
tremes. 

It is difficult to arrive at a specific con- 
clusion as to the proper time to declare a 
property obsolete in order that society may 
be served to best advantage. The interests 
of labor, and of the owner of property, and 
of the consumer would all have to be 
thoroughly studied. Also the direct and 
indirect effects of any particular case of 
obsolescence would have to be predicted. 
The waste of abandoned capacity, if there 
be such a waste, would have to be taken 
into account. The advantages of large- 
scale production would have to be con- 
sidered because the rate of retirement for 
those industries which operate best in 
large units might be different than the 
rate which should exist in small industries. 
These and many other factors would have 
to be thoroughly considered if retirements 
because of obsolescence are to be made in 
the public interest. 

Since the various groups involved have 
diverse interests in the matter, and since 
the social viewpoint would require a 
balancing of all these diverse interests and 
of indirect effects as well, the question 
arises as to how retirements because of 
obsolescence have been controlled and 
how they should be controlled. 

The chief incentive for modernization is 
accounted for by the profit motive. In the 
earlier days of industrial developments 
wide markets were available, new con- 
cerns and new industries were springing 
up rapidly and therefore improvements 
were accepted quickly by established con- 
cerns in order to compete with new firms. 
Under conditions such as these, retire- 
ments of fixed property because of ob- 
solescence tend to occur frequently. As in- 
dustrial activity becomes more stabilized 
and as the rate of expansion diminishes 
there is a tendency for the rate of pre 
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mature retirements also to decrease. Large 
corporations with immense investments in 
durable goods are naturally reluctant to 
scrap existing equipment before it is worn 
out physically. 

The increased mechanization of in- 
dustry has led to an increase in overhead 
costs and a decrease in variable costs and 
therefore has tended to make business 
costs increasingly inflexible. It is natural 
under these conditions that producers 
should try to forestall retirements because 
of obsolescence by attempting to prevent 
certain producers who were in a better 
position to make changes from making 
them earlier than those producers in a 
less favorable position. 

Two monopolistic devices have been 
used in this connection, namely, the sup- 
pression of patents and the pooling of 
patents. If a patent appears which an 
individual concern does not wish to use 
at the present time because much of its 
existing equipment would have to be 
scrapped, then the concern may be able to 
delay the introduction of the improvement 
by securing control of the patent, and 
suppressing it. If a concern is not in a 
position to scrap existing equipment and 
wishes to protect the stockholders’ invest- 
ments, it may try to keep competitors 
from using any innovations which will 
reduce competitors’ costs. This action may 
add an element of rigidity to current price 
levels. 

Patent pools and cross-licensing agree- 
ments have been formed in many impor- 
tant fields and may contribute to monopo- 
listic control of specific fields. Large cor- 
porations which control these pools may 
choose to use the patents which they hold, 
or they may choose to withhold them until 
it is convenient to introduce them. Any 
independent who seeks to compete finds 
that most, if not all, of the basic patents 
are controlled by several large organiza- 
tions from whom they must secure licenses 


or permits before they may use such 
patents in their own operations. These 
monopolies are able to regulate obsoles- 
cence retirements to suit their own in- 
terests and therefore are quite likely to 
delay such retirements, in case cost-reduc- 
ing innovations are available, until the 
point has been reached which will be most 
advantageous to them in their quest of 
profits. On the other hand, the pooling of 
patents might conceivably accelerate re- 
tirements because of obsolescence if the 
basic patents of an industry are made 
available to an entire industry. This has 
been characteristic of automobile manu- 
facturing. 

It is often claimed that the laboratory 
and research staffs maintained by large 
corporations furnish them with greater 
control over the obsolescence factor, for 
any inventions developed can be intro- 
duced or withheld at the discretion of the 
concern conducting the research. 

Financial conditions and the money 
markets also exert an influence, for the 
necessary funds for modernization are 
sometimes difficult to secure. It may ap- 
pear desirable to modernize a plant, but 
prove impossible because the necessary 
funds cannot be secured. The inability to 
finance improvements may thus prevent 
the withdrawal of equipment from use 
because of obsolescence. On the other 
hand, during periods of peak business ac- 
tivity, over-optimism of producers and 
those financially interested may lead to 
unwarranted modernization and thus to 
unwise obsolescence retirements. 

Labor, too, has exercised indirectly some 
measure of control over obsolescence. In 
earlier times, workers often resorted to 
sabotage in order to prevent technological 
changes which might make their skills 
worthless. In recent years, organized bar- 
gaining has been substituted when it 
appeared likely that workers would be 
affected by discarding of existing methods 
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in favor of new ones. However, entre- 
preneurs have often used technical inno- 
vations to curb the power and requests of 
labor, and have in fact sometimes dis- 
carded equipment in favor of new units at 
an earlier time than they would have 
otherwise done had it not been for the 
wage demands of labor. Thus labor, while 
attempting to protect its own interests, 
has in some cases hastened retirements 
and in some cases delayed them. 

The tendency of consumers to resist the 
new and to continue to use the familiar 
things forces producers to hesitate to 
introduce sudden and wide departures 
from things already in use, yet on the 
other hand consumers’ tastes or prefer- 
ences may force producers to discard 
existing property even though an attempt 
is made by the latter to forestall retire- 
ments because of obsolescence. The elas- 
ticity of demand is always a most impor- 
tant consideration when an improved 
product or a decrease in price is con- 
templated. 

Legal and political forces also have con- 
siderable influence upon retirements of 
fixed property because of obsolescence. 
The influence of patent laws was men- 
tioned above. Vested interests have at- 
tempted through legislation and lobbies to 
prevent compulsory obsolescence in their 
own fields or to force compulsory obsoles- 
cence upon their competitors. Compulsory 
installations of safety devices by law have 
long been fought by manufacturers be- 
cause of the obsolescence which would 
accompany such installations. The Re- 
construction Finance Corporation per- 
mitted many industrial concerns which 
were financially embarrassed to modernize 
their plants and probably thus prevented 
the failure of many concerns. The short- 
lived N.R.A. took definite steps to control 
the rate of modernization and therefore 
the extent of completed obsolescence. 
However, it is commonly believed that the 


N.R.A. by compelling the payment of 
higher wage scales accelerated the use of 
new machinery and the abandonment of 
the old. Many manufacturers found that 
because of high labor costs, it would be to 
their advantage to scrap existing equip- 
ment and install new machinery which re- 
quired less labor. It may be that the 
National Labor Relations Board will have 
a similar temporary effect, for if the in- 
creasing power of labor unions results in 
higher wages, corporations may find it to 
their advantage to install labor saving 
machinery more rapidly. 

Under the modern “corporate system” 
consumers, workers, owners, and legal and 
political forces, exercise some influence 
over the time at which obsolescence retire- 
ments take place, but in general it is the 
decisions of management made volun- 
tarily after considering these other in- 
fluences that ultimately determine the 
course to be followed. 

We are led to the conclusion then that 
obsolescence is not only a business cost 
but also that it is a social cost; that it is 
not only important to the individual entre- 
preneur, but also that it has far-reaching 
social implications. Some suggested solu- 
tions to the problems thus raised are men- 
tioned below. 

There is reason to believe that private 
business can do much to alleviate the 
harmful effects of obsolescence. The 
growth and development of the corporate 
system has been accompanied by a marked 
separation of management and ownership 
with most of the elements of immediate 
control resting in the hands of manage- 
ment. It has been contended that the 
owners of the securities of corporations 
have surrendered control over the cor- 
porations’ assets and that therefore man- 
agement should recognize the social im- 
plications of its control and should con- 
sider its responsibility one of trusteeship 


for investors, consumers, and workers. The | 
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acceptance of this responsibility and a 
conscious attempt to serve the public in- 
terest in decisions made concerning ob- 
solescence would no doubt result in more 
socially desirable policies than those fol- 
lowed at present. 

The maintenance of more complete 
records by industry and the collection of 
data which will enable a more accurate 
forecasting of obsolescence should result in 
improved managerial treatment of this 
factor. A proper reflection of the financial 
results of obsolescence in the accounts and 
records should give a more accurate por- 
trayal of operating results. Proper treat- 
ment of obsolescence by corporations gen- 
erally should result in greater business 
stability and therefore help to minimize 
economic disturbances which accompany 
business failures. 

Producers should appreciate the many 
factors involved when considering the con- 
templated retirement of existing obsoles- 
cent equipment in favor of new. Avoid- 
ance of injudicious obsolescence will per- 
mit corporations and industry to operate 
with greater social efficiency. 

Employers have in a few cases made 
efforts to take care of the technological 
displacement of labor which usually ac- 
companies obsolescence. Such employers 
have trained the workers displaced in new 
occupations, and have found the plan 
successful. 

It appears that public utilities have 
often been shortsighted in their view of 
obsolescence. Commissions have repeat- 
edly urged that utilities modernize their 
plants and thus increase their earning 
power. It is commonly believed that many 
utility companies have forestalled the 
adoption of innovations as long as possible 
believing that they benefited by doing so, 
and have thus withheld benefits which 
might be available to consumers. 

_ Because of the many social implications 
involved, it is sometimes suggested that 


the matter of obsolescence should not be 
decided entirely by private business, but 
that public policy and regulation should 
take a more active part when necessary. 
A thorough investigation and study of the 
individual and social implications and an 
attempt to understand some of the reper- 
cussions of obsolescence by a well-balanced 
group of individuals with broad vision un- 
doubtedly would lead to greater realiza- 
tion of the social problems involved; and 
complete realization of these problems 
might point the way toward suitable 
solutions. 

There has been considerable agitation 
in recent years toward a change in the 
patent laws. It is claimed that modern 
economic conditions require several modi- 
fications of present laws in order to pre- 
vent the misuse of patent rights. Some of 
the changes suggested are: the compulsory 
recording of patent assignments and cross- 
licensing agreements in order to protect 
the public from monopoly and unfair com- 
petition; the requirement that a patent 
must be used or it will be available to 
anyone, thus preventing the suppression 
of patents purchased and withheld in 
order to prevent competition; and an 
organized effort on the part of some 
government commission to establish cross- 
licensing agreements in industries which 
will permit the use of certain patents by 
the entire industry instead of by one com- 
pany. These suggestions, if carried out, 
probably would tend to increase the ex- 
tent of obsolescence. 

It is unquestionably true that the 
existence of extensive equipment which 
would have to be declared obsolete with 
the introduction of better industrial tech- 
niques has been one of the important 
factors which has led to the attempted 
establishment of industrial monopolies. 
These monopolies have tried arbitrarily to 
regulate obsolescence in their plants in 
order to protect their own interests, and 
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as a result the public interest has often 
been neglected. A more effective control 
of these monopolies might lead to sounder 
obsolescence policies. 

An attempt has been made by the writer 
to explore some of the problems that arise 
when obsolescence appears in our eco- 
nomic system. Because of the increased 
use of durable goods in industry and be- 
cause of the rapid technical developments 
being made, the subject is assuming 
greater and greater significance to private 


industry and to society as a whole. Be- 
cause of its great importance to the in- 
dividual concern and because of the social 
implications of obsolescence, it seems 
reasonable to believe that entrepreneurs 
will devote increasing attention to certain 
aspects of the subject; and it may be that 
government investigation, supervision, 
and control will be extended with a view 
to establishing standards in those fields in 
which such supervision appears necessary 
in order to protect the public interest. 
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PROFESSIONAL EXAMINATIONS 


A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


HE FOLLOWING problems were pre- 
| pared by the Board of Examiners of 
the American Institute of Account- 
ants and were presented as the second part 
of the May, 1939, C.P.A. examination in 
accounting theory and practice. The can- 
didates were required to solve all problems 
in six hours. The weights given to the 
the various problems were: problem 1, 10 
points; problem 2, 15 points; problem 3, 
35 points; problem 4, 40 points. 


No. 1 


An investment trust, whose stock is 
listed on the New York Stock Exchange, 
has requested an opinion concerning the 
proper record of dividends received or 
receivable as follows: 

(1) 1,000 shares of common stock of X 
Manufacturing were received as a divi- 
dend on an investment in common stock 
of Y Corporation. The value of the shares 
at time of receipt, based on stock-market 
quotation, was $100,000. The shares were 
carried on the books of the paying corpo- 
tation at a cost of $50 per share and the 
dividend was charged to surplus at that 
cost. 

(2) The trust owns 1,000 shares of pre- 
ferred stock and 500 shares of common 
stock of A Corporation and has received 


Month 
July. . 
August. 
September 
October . 
November 
December 


as a preferred dividend 100 additional 
shares of common stock of A Corporation. 

(3) A dividend is receivable on a com- 
mon-stock investment payable at the op- 
tion of the shareholder in cash or in pre- 
ferred stock of the paying company, 
similar preferred stock being outstanding 
and listed on the stock exchange. The 
trust has decided to take stock. 

Give your opinion how in each instance 
the receipt of the above dividends should 
be recorded. 


Note.—Investment trusts, when listing 
their stock on the New York Stock Ex- 
change, agree with the exchange as follows: 

“Not itself, and not to permit any sub- 
sidiary, directly or indirectly controlled, 
to take up as income stock dividends re- 
ceived at an amount greater than that 
charged against earnings, earned surplus 
or both of them by the issuing company in 
relation thereto.” 


No. 2 


On July 1, 1937, the merchandise inven- 
tory of the glove department of a depart- 
ment store aggregated $90,600 at retail 
and $54,360 at cost. During the following 
six months the purchases and sales were 
as follows: 


Purchases 

Retail Original Net 

Cost Price Mark-up Sales 
... $ 24,300 40,200 $ 15,900 $ 24,900 
31,500 55,800 24,300 30,500 
43,000 75,900 32,900 38,200 
35,200 ,000 24,800 55,300 
17,300 30,300 13,000 58,700 
9,500 15,700 6,200 60,900 
$160,800 $277 ,900 $117,100 $268 , 500 
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During these six months the following reductions were made in the retail price: 


1. To facilitate disposal of over stock... .. 
2. In connection with odd lots........... 
3. To meet competitive prices............ 


In addition to the above mark-downs, 
the selling price of certain merchandise was 
reduced in connection with a special store- 
wide sale held annually in October of each 
year. For the duration of the sale, the 
selling price of a lot of merchandise con- 
sisting of 300 dozen pair of a nationally ad- 
vertised brand of gloves was reduced from 
$5.00 per pair of $4.25 per pair. At the 
conclusion of the special sales period it 
was found that 26 dozen pair remained 
unsold and the selling price thereof was 
restored to $5.00 per pair. 

During the season the selling price of a 
special lot of imported gloves which proved 
to be unusually popular was increased 
from the original selling price of $6.00 per 
pair to $7.50 per pair. This additional 
mark-up applied to 500 dozen pair of 
gloves. Later in the season the additional 
mark-up of $1.50 was canceled on 75 
dozen pair of gloves of a certain color 
which were not moving as fast as the 
remainder of the line and the price reduced 
to the original price of $6.00 per pair. 

A physical inventory taken at the close 
of business December 31, 1937, aggregated 
$94,500 at retail. The physical inventory 
at retail was found to be unusually close 
to the book inventory and did not show 
the normal expected shrinkage. Investiga- 
tion revealed that a lot of 50 dozen pair 
of gloves received in the last few days of 
the year had not been included in the 
purchases recorded in the stock records 
because the invoice had not been received 
until after the close of the year. This lot 
of 50 dozen pair of gloves was purchased 
at a cost of $3.75 per pair and marked to 
sell at $6.00 per pair. Some of the gloves 


included in this lot had been sold before 

the close of the year and were not included 

in the inventory. 
From the above information compute by 
use of the retail inventory method: 

(a) The amount of the stock shortage at 
retail. 

(b) The value at which the closing inven- 
tory of the glove department should 
be carried on the balance-sheet. 

(c) The cost of sales for the six months 
ended December 31, 1937. 

In the solution carry percentages to 2 

decimal places. 


No. 3 


Company A and Company B are en- 
gaged in the production and sale of crude 
oil. On January 1, 1938, Company A ac- 
quired from Company B a twenty years’ 
leasehold on a certain undeveloped prop- 
erty on the following terms: 


1. Of the oil produced, 123% is to be de- 
livered to Company B as royalty. 

2. On the remaining 873% Company A 
is to pay Company B 25 cents per barrel 
until the total so paid has aggregated 
$700,000. The latter sum is understood 
to be the purchase price of the lease and 
must be paid unless the geologists’ es- 
timate of the total oil underground 
capable of being produced is less than 
3,200,000 barrels. In that event the 
purchase price will be proportionately 
reduced. 


3. To ensure development of the property, | 


Company A is to keep one string 0 
drilling tools in continuous operation 
until January 1, 1948, or pay a penalty 
to Company B for idle periods, calcv- 


tinuc 
ing, 
work 
barre 
liver 


| la 
yé 
4c 
3,000 
$11,500 P 
Je 
| Be 
m 
€ 
t 
er 
| ec 
D 
ized 
sales 
and 
barre 
befo 
It 
com 
olw 
irom 
1938 
and 
| duce 
1938 
amo 
that, 
| addi 
| bep 
| The 
of k 
cont 
Cc 
quir 
crud 
| soug 
| pan 
Janu 
| 


Professional Examinations 


lated on the basis of $50,000 for a whole 
year’s cessation of drilling operations. 

4. Company A is to pay the land rentals 
which amount to $75,000 per annum 
payable in advance and are due on 
January 1 of each year. 

. Company A may discontinue develop- 
ment and abandon the leasehold at the 
end of ten years, upon which any un- 
paid balance of the purchase price of 
the lease will become due and the prop- 
erty, with all its development and 
equipment, reverts to Company B. 


wn 


During 1938 Company A drilled con- 
tinuously and expended $630,000 for drill- 
ing, construction of field lines, and other 
work in the field, and produced 648,000 
barrels of oil, which were all sold or de- 
livered within the year. Company A real- 
ized an average of $1 per barrel on the 
sales of crude oil and all costs of producing 
and handling amounted to 40 cents per 
barrel on its own share of the oil produced, 
before depletion and land rentals. 

It was agreed by the geologists of both 
companies that on January 1, 1938, the 
oil underground capable of being produced 
from the wells existing on December 31, 
1938, aggregated 2,400,000 gross barrels 
and that it will require ten years to pro- 
duce it. 

They also estimated that on January 1, 
1938, the total oil reserves in the property 
amounted to 8,000,000 gross barrels and 
that, with an expenditure of $1,600,000 for 
additional wells and facilities, this oil can 
be produced during the life of the lease. 
The latter sum includes the estimated cost 
of keeping one string of drilling tools in 
continuous operation. 

Company A, having in the meantime ac- 
quired other properties which produce 
crude oil of higher quality at lower cost, 
sought to revise the agreement. Com- 
pany B offered to reduce, commencing 
January 1, 1939, the penalty for failure to 
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continue drilling operations to $10,000 per 
annum, to operate the property using the 
existing wells and facilities, or any addi- 
tional wells and facilities, to keep them in 
good operating condition, and to deliver 
to Company A its share of the crude oil 
for 35 cents per barrel. In other respects 
the terms of the contract were to remain 
the same. 
Company A will charge depletion on the 
basis of actual exhaustion of the estimated 
oil reserves, without regard to the dis- 
covery value—and percentage depletion 
clauses in the federal income-tax law. 


(a) What entries should be made by Com- 

pany A on January 1, 1938? 

What is the gross profit or loss of Com- 

pany A on the crude oil produced and 

sold in 1938? 

Which of the following alternatives 

will be the most advantageous to 

Company A, assuming that operating 

costs and sales prices remain the same, 

and that the wells and equipment 
have no salvage value: 

1. Not to accept Company B’s offer 
and to continue production and de- 
velopment. 

2. Not to accept Company B’s offer 
and to continue production, but to 
discontinue development. 

3. Not to accept Company B’s offer 
and to discontinue production as 
well as development. 

4. To accept Company B’s offer and 
to continue development. 

5. To accept Company B’s offer and 
to discontinue development. 


(b) 


(c) 


No. 4 


On January 2, 1938, Brown and Black 
jointly bought from Smith certain real 
estate on which two buildings had been 
erected. One of the buildings occupied 
two-thirds and the other the remaining 
one-third to the property. 
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The purchase price was $150,000 for 
the entire property, the seller (Smith) 
agreeing to pay off a $120,000 four-per- 
cent mortgage and other encumbrances 
attaching to the property. These en- 
cumbrances consisted of unpaid taxes for 
1935, 1936, and 1937, that had become 
liens on the property on December 31 of 
each year. They were by mutual agree- 
ment accepted as being respectively $6,400, 
$5,700, and $5,700. Smith also agreed to 
bear the expenses incident to title search 
and guaranty. 

Brown advanced $1,000 to bind the 
contract, and agreed to close the deal on 
February 15, 1938. He also agreed that 
the other expenses incident to the purchase 
and closing should be paid by Brown and 
Black. 

On the same day, January 2, 1938, the 
two-thirds of the property was sold to 
Jones for $109,000 cash. Jones was to 
receive the net income from the property 
from that date on and to receive a clear 
title on February 15, 1938. 
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and since January 1, 1937, the mortgagee 
had operated the property. 

To finance the above deals, insure 
proper payment of encumbrances, and 
make final cash settlements, Brown and 
Black designated the Y Trust Company as 
their depository and agent in the fore- 
going purchases and sales. 

The Y Trust Company agreed to receive 
in escrow the $109,000 paid by Jones and 
to take a $42,000 four-per-cent mortgage 
on the remaining third of the property on 
February 15, 1938. From the $151,000 
thus available the trust company was to 
pay off the $120,000 mortgage and settle 
with the X Insurance Company on the 
latter date. The trust company was also 
to pay or make provision for the en- 
cumbrances, attend to the transfer of 
title, and make final settlement with the 
other parties to the aforementioned sale 
and purchase transactions. 

On February 15, 1938, the trust com- 
pany had complied with all the foregoing 
terms and rendered the following account- 
ing to Brown and Black: 


Receipts 
From Jones—for the two-thirds of the property sold Jan. 2, 1938.....................0.22055 $109 ,000 
From Y Trust Company—for mortgage on the remaining third.........................0000. 42,000 
$151,000 
Disbursements 
Held in escrow for balance of taxes. .... 6,910 
Insurance Comnany—ner account rendered... 101, 786 
$151,000 


The above mortgage of $120,000 was 
held by the X Insurance Company. Inter- 
est had been paid to September 1, 1936, 


The account rendered by the X Insurance 
Company was submitted with the above 
settlement, viz: 
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$127 ,000 
—Balance of operating income 
Deduct—Operating expenses 
$11,596 $ 990 
$20,804 $4,410 25,214 


The transactions in’the remainder of the 
year 1938 were as follows: 

All rents, amounting to $9,000 were col- 
lected. 

All operating expenses were paid to the 
amount of $2,700. 

Semi-annual interest was paid on the 
mortgage when due. 

The 1937 taxes were paid in the amount of 
$6,000. 

The 1935 and 1936 taxes were settled at a 
reduction of 9%. 

Alterations costing $2,500 were made for 
anew tenant who took a five-year lease, 
beginning July 1, at the rate of $125 
per month. 

The new tenant deposited $1,000 to secure 
the lease, applicable as rent for the last 
eight months of the term. 


Solution to Problem 1 


$101 , 786 


Black drew $100 per month management 
salary from February 15, 1938. 


On December 31, 1938, the remaining 
third of the property was sold for 
$52,000 cash, Brown and Black assum- 
ing all encumbrances, including the 1938 
taxes, which had accrued at the 1937 
rate, and depositing their amount with 
the Y Trust Co. 


From the foregoing data prepare the 
following accounts of Brown and Black: 


1. A statement of profit and loss showing 
separately the profit or loss on the sale 
and on the operation of the property. 

2. A statement of receipts and disburse- 
ments, also showing the final distribu- 
tion of cash to the two partners. 
Submit any necessary work sheets. 


1. The dividend should be taken on the books of the investment trust at $50,000.00, in accordance with its 


3. 


agreement with the New York Stock Exchange. The receipt of a dividend, thus recorded, is not permitted to 
change a profit which was unrealized in the hands of the paying corporation to a realized one in the hands of 
the shareholders of the receiving corporation. If the paying company is a subsidiary and the dividend represents 
a distribution of surplus earned subsequent to the date of acquisition, the entry would be a debit to the invest- 
ment in X Manufacturing and a credit to income from dividends; if all, or a part, of the dividend was a dis- 
tribution of surplus earned prior to the date of acquisition, then to that extent the credit should be to the invest- 
ment in Y Corporation. 

For Federal-income-tax purposes dividends received in property other than money are to be included in 
gross income at the fair market value of the property received ($100,000, provided the quotation represented 
a fair market price of as many as 1,000 shares). 

The same rule should be followed upon the receipt of common stock as a dividend on preferred: charge 
investment in common stock and credit dividends received with the proper proportion of the amount trans- 
ferred by the paying corporation from earned surplus to common-capital-stock account. 

The same procedure should be followed as in 2, above. 

The dividends received under 2 and 3 are subject to the Federal income tax. 
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Solution to Problem 2 


(A) The amount of the stock shortage at retail: 
Inventory, July 1, 1937, at retail............... 
Add purchases (per books) at retail............. 


Deduct—Mark-downs 
Permanent reductions. .................. 
For sale—300 dozen pairs @ $.75 per pair...... 
Add restored price 26 dozen pairs........... 


Less—Mark-up 
On 500 dozen pairs @ $1.50 per pair.......... 
Mark-up cancelled—75 dozen pairs............ 


Inventory per books at retail................... 
Purchase of gloves not recorded—at retail........ 


Correct inventory at retail..................... 


Inventory shortage at retail.................... 
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(B) The value at which the inventory should be shown in the balance sheet: 


Ratio of cost to sale price 


Goods purchased, July 1 to December 31, as recorded.................. 


Goods purchased but not recorded............. 
Mark-up (425 dozen pairs @ $1.50 per pair). . . 


Total. . 


Balance sheet inventory value.................. 


(C) Cost of sales: 
Cost of inventory, July 1, 1937............... 


Cost of goods purchased, July 1, to December 31, 1937, as recorded...... 


Cost of goods purchased but not recorded...... 


$ 11,500.00 
$2,700.00 
234.00 2,466.00 
$ 13,966.00 
$9,000.00 
1,350.00 7,650.00 6,316.00 
$362 , 184.00 
Sale Price Cost 
277,900.00 160,800.00 
100% 57.25% 
160,800.00 


$163,308.75 


The inventory shortage included in the cost of sales is $1,593.84 (57.25% of $2,784.00). 


COMMENTS 


The retail method of inventory at- 
tempts to arrive at an inventory figure 
which is cost or something less than cost. 
If there have been no declines in the retail 
prices, the inventory figure determined by 
the retail method is supposed to approxi- 
mate the cost of the inventory. If the re- 
tail value of any part of the stock has de- 
clined, then the use of the retail method is 


supposed to produce an inventory figure 
which is less than cost, or as some of the 
advocates of the method say, a figure 
which approximates the lower of cost or 
market. 

In figuring the percentage of cost to 
retail value under the retail method 
mark-ups should be added to the original 
selling price but mark-downs should not 
be deducted. Reductions in the retail 
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price which are cancellations of previous ductions for sale purposes are treated as 
mark-ups are not regarded as mark-downs mark-down cancellations and not as mark- 

0.00 | but, rather, are treated as mark-up can- ups (26 dozen pairs of gloves at $.75 per 
0.00 cellations (75 dozen pairs of gloves at pair). 
0.0 | $1.50 per pair). Likewise, increases in the The retail method is now acceptable for 
retail price following such things as re- federal tax purposes. 
Solution to Problem 3 
(a) January 1, 1938 
(1) 
6.00 To record cost of lease 
(2) 
APS To record payment of land rental for the year, 1938. 
4.00 (b) The costs incurred in 1938 were as follows: 
0.00 Cost of oil rights (8,000,000 barrels) 
Developed area—30% (2,400,000 barrels)... $ 210,000.00 
Undeveloped area—70% (5,600,000 490,000.00 $700,000.00 
ip Costs of producing and handling 
The depletion charge is calculated below: 
t Oil rights: 
0.00 The oil withdrawn during 1938 was 27% of the estimated oil in that area, 
0.00 therefore, the charge for depletion ‘is 27% of $210,000.00.............. $ 56,700.00 
0.00 Drilling and field work: 
25% Total estimated cost for 8,000,000 barrels... $2,230 ,000.00 
1.25 The oil withdrawn during 1938 was 8.1% of the estimated oil reserves of 
8,000,000 barrels, therefore the charge for depletion is 8.1% of $2,230,- 
The cost of producing 648,000 barrels of oil is as follows: 
Gross profit computation 
ure Less: Cost of goods sold (% of eee $ 471,738.75 
e 
or (c) 
Plan 1 Plan 2 Plan 3 Plan 4 Plan 5 
Barrels of oil available for sale 
to 8,000,000 2,400,000 ......... 8,000,000 2,400,000 
10d 567,000 567,000 ......... 567,000 567,000 
nal 1,000,000 300,000 ......... 1,000,000 300,000 
hot 1,567,000 867,000 ......... 1,567,000 867,000 
tail Available for sale by Company A.... 6,433,000 1,533,000 ......... 6,433,000 1,533,000 
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Estimated sales................ $6,433,000 $1,533,000 ......... $6,433,000 $1,533,000 
Costs common to all plans: 
Unamortized cost of oil rights. . .. $ 643,300 $ 643,300 $ 643,300 $ 643,300 $ 643,309 
Rent (nine years). . 675 ,000 675,000 675, 675,000 675,000 
Unamortized cost of drilling and field 
449 370 449 370 449 370 449 370 449 370 
Other costs (estimated) 
Rent for the last 10 years of the lease 750,000 750,000 
Costs of production and handling. . 2,573,200 613,200 
Purchases from Company B at $.35 
Additional dev elopment cost. . 1,600,000 1,600,000 
Penalty for failure to develop. 450,000 450 ,000 90 ,000 
Total estimated costs. ... $6,690,870 $2,830,870 $2,217,670 $6,369,220 $2,394,220 


Estimated gross profit or loss*.... .. 


. *$ 257,870 *$1,297,870 


*$2,217,670 $ 63,780 *$ 861,220 


Plan 4 appears to be the most advantageous one. 


COMMENTS 

1. The cost of drilling and field work allo- 
cated to 1938 was based upon the esti- 
mated oil reserves of 8,000,000 barrels and 
a total estimated cost of $2,230,000.00. 
This treatment is in conformity with the 
statement in the problem that “Company 
A will charge depletion on the basis of 
actual exhaustion of the estimated oil re- 
serves.”’ Additional reasons for using 
8,000,000 barrels as the basis are: 

(a) Company A undoubtedly entered 
the agreement with the intention of 
developing the entire property and 
not only thirty per cent of the prop- 
erty. 


Solution to Problem 4 


(b) Of the costs incurred in 1938 for 
drilling and field work, $630,000.00, 
it is reasonable to assume that some 
part of this cost was applicable to 
that part of the property which has 
not yet reached the producing stage. 

2. It should be noted that the costs of 
producing and handling, before depletion 
and land rentals, are based on Company 
A’s share of the oil produced and not on 
the total oil produced. 

3. The statement that Company A may 
abandon the leasehold at the end of ten 
years was interpreted to mean that land 
rentals would cease at that time if Com- 
pany A so elected. 


The following entries are made to record the transactions of Brown and Black: 
1 


Brown, capital 
Advanced by Brown to bind purchase. 


to bind contract. 


Smith, vendor 
Mortgage payable #1 
Accrued interest payable 


To charge Smith for encumbrances. 


Real estate 


To record sale to Jones (7 of property). 


1,000.00 
$ 1,000.00 


$150,000.00 
$150,000.00 


y Tru: 
Jo 
M 
Tor 
Profit 
Smith, 
Taxes 
Jones, 
X Ins 
Cash. 
Dis! 
tax 
No 
Mort; 
Acer 
Inter 
Opere 
To 
Cash 
Re 
Oper 
Or 
a Inte 
Real estate | 
To record purchase of property. T 
Smith, vendor $ 1,000.00 
(4) 
7,800.00 
(5) 
Profit on sale of real estate....... $100, 


00.00 


00.00 
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(6) 

To record collection from Jones and proceeds of mortgage #2. 
(7) 


Disbursements by Y Trust C ompany leaving $6,910.00 in escrow for balance of 
taxes. The amount charged to Smith is made up of the following: 


400.00 
$25 ,604.00 
Note: The following amounts are charged against the profit on the sale of real estate: 
$ 330.00 
(8) 
To record settlement with the x Insurance Company, per statement. 
(9) 
Rental income for the remainder of 1938. 
(10) 
Operating expenses for remainder of 1938. 
(11) 
Payment of interest on mortgage #2 to August 15. 
(12) 


To record payment of balance of 1935 and 1936 taxes and all 1937 
taxes as follows: 


$12,100.00 

$11,011.00 


$ 6,121.00 
789 .00 
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Alterations. 


Cash. 
Rent received in advance..... 
Rent applicable to future year. 


Accrued taxes for 1938 on 3 of original property. 


Real estate. 

Sale of remaining } of real estate. 


Interest from August 15 to December 31. 


Mortgage payable #2..... 
Accrued interest payable. . . 
Taxes payable............ 
Rent received in advance. . 
Deposit with the Y Trust Company to cover encumbrances. 


(20) 


sh 
Balance held in escrow for taxes. 


Operating expenses............ 
Profit on sale of real estate........ 
To write off cost of alterations. 


Operating expenses 


Operating profit and loss......... 
To close into profit and loss. 


Operating profit and loss. . . 
Profit on sale of real estate 

To transfer net profit to capital accounts. 


Black, capital....... 


Ca sh.. 
To record distribution of cash. 


$ 2,500.00 
$ 1,000.00 
$ 1,050.00 
$ 2,000.00 
$ 52,000.00 
$ 630.00 
$ 42,000.00 
630.00 
2,000.00 
1,000.00 
$ 789.00 
$ 250.00 
2,250.00 
$ 10,800.00 
$ 2,400.00 
9,209.00 


$ 2,500.00 
$ 1,000.00 
$ 1,050.00 
$ 2,000.00 
$ 50,000.00 
2,000.00 

$ 630.00 
$ 45,630.00 
$ 789.00 
$ 2,500.00 
$ 4,330.00 
600.00 
1,470.00 
2,000.00 
2,400.00 


$ 12,609.00 


(13) 
To record cost of alterations. Real E 
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Brown and Black 
Statement of Profit and Loss 
January 2, 1938, to December 31, 1938 


Real Estate transactions: 


Cost of property sold: 
$152,580.00 
Less reduction in taxes accrued at the date of purchase......... 789.00 151,791.00 
Operation of property: 
Less expenses: 
Brown and Black 


Statement of Cash Receipts and Disbursements 
January 2, 1938, to December 31, 1938 


Receipts: 
Disbursements: 

Deposit with Y Trust Company to cover encumbrances. 45,630.00 

Distribution to partners: 

COMMENTS GENERAL COMMENTS 

In entry 8, the interest on mortgage #1 This department, as readers know, has 


from January 1, 1938, to February 15, often felt obligated to criticize the C.P.A. 
1938, is charged as an expense of Brown examinations given by the Institute. It is 
and Black and the net operating income realized, only too well, that those criti- 
for that period is divided two-thirds to cisms may have seemed to underestimate 
Jones and one-third to Brown and Black. _ the work of a group of men who unselfishly 
The entire net income of 1937 is applicable give their time and energy to service on 
to Smith. the Institute’s board of examiners and 
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who are earnestly trying to do a good job. 
Under these circumstances, criticism be- 
comes a task most distasteful to the critic. 
If these criticisms have been of a con- 
structive nature they have been justified. 
Criticisms will continue as the need for 
them seems to arise. 

It is a pleasure to report our appraisal 
of the most recent examination, the first 
half of which was published in the June 
issue of the ACCOUNTING REVIEW. In our 
opinion this examination is a decided im- 
provement over those of the past few years 
and it should be recognized as a fair test 
of an examinee’s ability. 

Problems 1, 3 and 4 of this section are 
good problems which call for the exercise 
of judgment and care and should bring 
forth the candidate’s general knowledge 
of accounting. Problem 2, which was given 
a weight of only 15 points, is of the 
“formula” types and of no great value in 
a C.P.A. examination. 


The following time schedule may prove 
helpful to those interested in solving the 


problems: 
Problem 1 30 minutes 
Problem 2 40 minutes 
Problem 3 90 minutes 
Problem 4 90 minutes 


After the June issue of The AccountTING 
REviEw had gone to press, a letter was 
received from Professor Lloyd Morey com- 
menting on problem 3 of Part I of the 
examination in accounting theory and 
practice. Professor Morey pointed out 
that the National Committee on Muni- 
cipal Accounting had recommended that 
bond funds be used to record the receipt 
and disbursement of the proceeds of bonds 
issued for purposes other than special 
assessments and utilities. In the problem 
as presented no recognition was given to 
the idea of a bond fund. 
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PROFITS IN A THEORY 

Thirty-seven years ago William Hughes, 
an actuary in London, threw out a sug- 
gestion. He thought it would be interesting 
if someone possessed of the necessary pa- 
tience would ascertain ‘on paper” what 
would have been the results of a fund in- 
vested in common stocks as against one 
invested in high-grade bonds, but over a 
long period of years. 

Nothing was done about Mr. Hughes’ 
suggestion until in 1912 Professor Irving 
Fisher, of Yale University, and some of his 
associates revived the question. They pro- 
posed that in order to keep pace with the 
cost of living one’s investments would 
have to be in equities rather than in bonds, 
or in investments having equity connec- 
tions. 

It was not, however, until the late 
‘twenties that the idea was really sold to 
the investing public. This was the period 
of the formation of hundreds of “‘invest- 
ment trusts,” especially trusts confining 
their portfolios almost entirely to equities. 
In most cases common-stock equities pre- 
dominated. Anyone committing his funds 
to a common-stock trust was “investing 
in America.” 

Many people now attribute much of the 
great boom in security prices of the late 
‘twenties to the public’s enthusiastic ac- 
ceptance of the common-stock theory. 
This theory was popularized by the writ- 
ings of two men: Edgar Lawrence Smith, 
a New York investment trust manager, in 
his Common Stocks as Long Term Invest- 
ments (1924), and Kenneth S. Van Strum, 
a New York investment counselor, in his 
Investing in Purchasing Power (1925). A 
later and more theoretical treatment ap- 
peared in The Common Stock Theory of 
Investment (1937), by Professor Chelcie 
C. Bosland, of Brown University. 


The essence of the common-stock theory 
may be stated as follows: assuming the 
continuing growth of industry, then over 
long periods of time investment in a 
diversified list of representative, leading, 
industrial common stocks will prove to be 
a better investment than will investment 
in high-grade bonds—better from the 
points of view of amount of dollar income, 
amount of real income (purchasing power), 
and market value of principal. 

It is obvious, of course, that if this 
theory is accepted by the investing public, 
common stocks will enjoy a favoritism far 
beyond what they would otherwise ex- 
perience. It is likewise clear that invest- 
ment trusts confining their portfolios to 
common stocks will find a ready market 
for their own equity securities. 

So many misunderstandings have arisen 
because of misinterpretation of the com- 
mon-stock theory that it may be desirable 
to clarify the issue. The following points 
may be noted with profit: 

1. The common-stock theory does not hold 
that investment in common stocks is in- 
variably better than investment in high- 
grade bonds. 

2. The theory does not hold that investment 
in a diversified group of common stocks 
taken at random is better than investment 
in high-grade bonds. 

3. The theory does not maintain that invest- 
ment in carefully analyzed common stocks 
is better than investment in high-grade 
bonds, not even when the common stocks 
are diversified. 

4. The theory does not maintain that the 
secular trend of industry will always be 
upward. 

5. The theory does not insure one against the 


loss of any part of income from the invest- 
ment. 

6. The theory does not certify that the market 
value of the common-stock portfolio, how- 
ever selected, will at all times be greater 
than that of an equal fund in high-grade 
bonds. 
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But the theory does hold that assuming 
the continuing growth of industry, then 
over long periods of time investment in a 
diversified list representative, leading, in- 
dustrial common stocks will prove to be 
superior to an equal investment in high- 
grade bonds. In other words, the common- 
stock theory assumes (1) the continuing 
growth of industry, (2) diversified port- 
folios, (3) representative companies, (4) 
leading issues, (5) industrial stocks, and 
(6) long periods of time. Omit any of these 
assumptions, and the circumstances do 
not fit the theory. 

During the depths of the depression, 
that is, in the early ’thirties, the common- 
stock theory was discarded by many in- 
vestors as having been disproven by the 
criteria of both market value and income. 
There were two errors in such a claim. One 
was that it was based upon a remarkable 
period of only two or three years. The 
other was that even for those two or three 
years, unless one had purchased equities 
at the prices prevailing in the late ’twen- 
ties, the claim did not stand anyway.’ 

There are several cardinal points that 
must be recognized in any evaluation of 
representative, leading, industrial common 
stocks as long-term investments. Among 
these we may include the following: 

The common-stock theory is based, in 
part, upon the continuing expansion of 
industry. Expansion of industry is based, 
in part, upon the growth of population and 
upon the accelerating speed of modern 
living. The latter factor may readily be 
assumed as continuing unobstructed. The 
former (the growth of population) is open 
to qualification. Our immigration laws do 
not permit a heavy quota, and in some 
years there has been very little met immi- 


1 The latter point was supported by two articles of 
mine in 1934: (1) “A Reconsideration of the Common 
Stock Theory,” in the Journal of Business of the Uni- 
versity of Chicago, January 1934; and (2) ‘““King Midas 
and His Common Stocks,” in Barron’s, April 30, 1934. 


gration; indeed, in some years there has 
been a slight net emigration. Furthermore, 
the birth rate has been declining persist- 
ently, and it may reasonably be assumed 
that it will continue to decline for some 
years to come. The prolongation of life, 
however, is tending to offset the declining 
birth rate, though it does not do so com- 
pletely. Moreover, the age distribution of 
the population is changing; we are obtain- 
ing a greater percentage of older people. 
This does not imply, however, that wheel 
chairs may be expected to displace baby 
carriages. Summarily, population is still 
growing, but not at as great a rate as 
formerly. Consequently, the growth-of- 
population factor in the expansion of in- 
dustry is not as important as it formerly 
was. But the accelerating speed of life is— 
indeed, it is even more important. 

It is probable that, in general, notwith- 
standing the reduced rate of population 
growth, industry will continue to expand. 
And if it expands, then assuming no major 
change in our economic system, it follows 
that the common-stock principle will con- 
tinue in force. There is one point which 
should be brought out in this connection: 
that the common-stock theory does not 
require that the investor get in on the 
ground floor. Rather he should try to em- 
bark upon his investment on a middle or 
early middle floor because there are too 
many casualties among ground-floor in- 
vestments. 

It is probable that the imposition of a 
tax on the retention of profits in business 
operates against the expansion of industry 
and therefore against the workings of the 
common-stock theory. It does not prevent 
the expansion of industry, for a large por- 
tion of undistributed profits can be re- 
tained, and if not retained new capital can 
be obtained through the flotation of new 
security issues. Nevertheless, the presence 
of the undistributed profits tax does at 
least discourage the expansion of industry. 
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Labor’s position has been greatly 
strengthened in recent years. Labor prob- 
lems, on the surface, work against the op- 
eration of the common-stock theory. 
Nevertheless, it must be admitted that a 
greater, widespread purchasing power of 
the population in general is a factor in 
favor of equity investors, assuming that 
such purchasing power can be maintained. 

“Inflation” is now an ever-present fac- 
tor psychologically if not otherwise. The 
possibility of “inflation” is at least a minor 
factor working toward the maintenance of 
higher levels. 

Much criticism has been levied against 
management as a whole in its attitude to- 
ward stockholders. But the management 
factor is improving. Management is now 
beginning to exhibit a sharpened feeling 
of responsibility to stockholders. This de- 
velopment has been partly forced and is 
partly voluntary. 

According to some authorities, the 
common-stock theory has been so widely 
popularized that the likelihood of its work- 
ing in future has been greatly diminished 
—this on the grounds (1) that the competi- 
tive bidding for common stocks causes 
prices to be relatively high, thus limiting 
the possibilities of high yield and of gain 
in principal; and (2) that common-stock 
prices will not soon again represent 
a 7-to-10-times-average-earnings basis if 
yields on high-grade, long-term bonds re- 
main below 5%. 

It seems to me, however, that this is 
both an overly optimistic and rather pes- 
simistic conclusion. It is overly optimistic 
in that it assumes that the public has a 
good memory—which certainly is not the 
case. The investing public is convinced of 
the profitability of the common-stock 
theory only when stock prices and divi- 
dends on stocks are high, and is equally 
convinced of its unprofitability when stock 
prices and dividends on stocks are low. 
The conclusion is somewhat optimistic in 


that it assumes that common-stock prices 
“will not soon again” capitalize average 
earnings at 7 to 10 times earnings while 
long-term, high-grade bonds are yielding 
5% or less. They may not and probably 
will not do so this year, perhaps not within 
a “long” time. But they did in 1931-1933, 
and they did again in 1938. And the con- 
clusion is rather pessimistic in assuming 
that consequently good buying opportuni- 
ties will probably not appear. They did 
appear in 1938, and at some indefinite 
time in future they will appear again. 
Finally, as to the present validity of the 
common-stock theory, it should be marked 
well that at no time to date, except from 
purchases made in the very late ’twenties, 
could the validity of the theory be chal- 
lenged; and further that, if the time has 
come to discard the common-stock theory 
as a general principle, there is grave doubt 
that we should go into business at all. 
Barring exceptional circumstances, if we 
cannot anticipate a profit well in excess of 
that available from nonequity securities, 
and cannot assume the continuing growth 
of industry, we would certainly do better 
to refrain from entering into business ven- 
tures at all and to revise our lives suffi- 
ciently to confine capital funds to the high- 
est grade, non-risk-bearing commitments. 
In order to check the statistical truth 
of the common stock-theory as of the 
present movement, I very recently brought 
down to date (end of December 1938) 
much of the data which I presented as of 
the end of 1933 in Barron’s of April 30, 
1934. The latter report confirmed the valid- 
ity of the theory as to money income, real 
income, and market value as of that time. 
Though I have not carried these tests out 
in great detail for this article (since only 
five years have elapsed), I have investi- 
gated sufficiently to be certain that, as 
applied to representative, leading, indus- 
trial common stocks—which the theory 
holds to be essential—and using estab- 
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lished tests as a basis, there is no question 
of the success of the principle. Conse- 
quently, unless reversed in future by in- 
contestable evidence, the common-stock 
theory still stands. This is to say, then, 
that until successfully contradicted, it 
still pays over long periods of time to own 
representative, leading, industrial common 
stocks. 

Nothing in this article is intended to 
imply that the present or any other time 
is the best time to purchase them. The 
timing of investment transactions is be- 
yond the scope of this discussion. The 
purpose of this brief review is merely to 
confirm the validity of the common-stock 
theory. As an investment principle, it has 
great significance, and as a social force, 
it has wide ramifications. 

GILBERT HAROLD 
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THEORIES ANID PRACTICE 


As long ago as 1926 the 

LOOKING present editor of THE Ac- 

BACKWARD counTING REVIEW was 

advocating the adoption 

by accountants of standards in the prep- 

aration of financial statements and a 

uniform terminology that persons other 

than accountants could understand, com- 
menting as follows:! 


Persons in the habit of examining published [fi- 
nancial] statements will likely regard twenty per 
cent a high estimate for balance sheets which 
offer the possibilities of complete and intelligent 
interpretation. And the sad comment must be 
added that the deficient eighty per cent have not, 
all of them, escaped the presumably leavening 
hand of the public accountant. It is difficult to 
believe that practicing accountants can be guilty 
of the laches which their published statements be- 
tray; or, if charity must be extended them, that 
they permit their balance sheets to be so con- 
densed and abbreviated that the original sig- 
nificance becomes lost. . . . Those who teach ac- 
counting would be of the greatest service at the 
present moment if they would unsparingly criti- 
cize obscure published statements of financial 
condition.... A fertile field of inquiry would 
seem to lie in the examination of balance-sheet 
terminology and classification with a view of de- 
termining, not what the standards should be 
[this would come later], but rather what the 
standards are. .. . Balance sheets . . . should not 
be permitted to become so technical as to degen- 
erate into vehicles for concealing truths from the 
unsophisticated, nor yet, on the other hand, to 
become so finished a creation of those mechani- 
cally minded adornments of the profession that 
facts are subordinated to pretty typing, a gold 
seal, and much redink.... 


In 1929, the editor proposed to the 
American Society of Certified Public Ac- 
countants a program of research that 


1 THE AccounTING REvIEw, I (Dec. 1926), 1-9. 


would lead to the adoption of professional 
standards. He said:? 


. The profession has failed to establish scien- 
tific standards and has as yet set no machinery 
in motion whereby such standards may be as- 
sured for the future. Until an agency is created 
to bring together the best thought in the profes- 
sion, and to provide a working program looking 
forward to the positive and rational development 
of the whole profession, not only must committee 
reports setting forth standards be regarded as 
tentative, but they must also be actually dis- 
couraged, since persons outside the profession 
may be misled into thinking that committee- 
formed standards have a scientific basis, that they 
have found general acceptance in the profession, 
and that the various professional bodies will en- 
force observance of these standards upon their 
members. 


In this 1929 report, a professional research 
body was recommended that would 


(1) Create a body of definitions. 

(2) Set standards for professional examina- 
tions. 

(3) Devise uniform audit procedures and 
other standards essential to professional 
activities. 

(4) Compile current and comparative statisti- 
cal data vital to financial interpretation. 

(5) Draw up uniform accountancy laws, with 
improved provisions for preliminary edu- 
cation, period of practice, and so forth. 

(6) Encourage scholars to make independent 
excursions into accounting theory and 
practice. 

(7) Cooperate with agencies engaged in busi- 
ness research by suggesting fields for in- 
vestigation and assisting in the securing 
of material for them. 

(8) Suggest curricula and minimum content 
of courses in accounting for educational 
institutions at their request. 

(9) Provide an enforceable code of ethics for 
professional accountants, based on pre- 
viously created, definite standards 


2 Report of the Committee on Technical Affairs, 
The Certified Public Accountant, 1X (1929), 283-4. 
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The report continues: 

Several of the activities as above outlined could 
not be completed within the period suggested 
lfive years]. In fact, some of them are of a con- 
tinous character, and subagencies would have 
to be provided for their perpetuation. The im- 
portant thing would be to set the machinery in 
motion so that each division of the program might 
function in harmony and have results consistent 
with every other division, a task in itself of no 
slight importance. The plan of each activity 
would have to be drawn in considerable detail 
before any one could be commenced. And again, 
the whole project, to be assured of success, would 
have to be well financed. Yet these obstacles are 
more apparent than real. It is believed that a num- 
ber of accountants, whose scholastic and profes- 
sional attainments are of a high order, are avail- 
able, and that any one of them could be induced 
to head the agency herein described. It is further 
believed that the profession is vitally interested 
in these matters and could be induced to under- 
write the venture. 


Two years later, in 1931, the editor dis- 
cussed before the same Society possible 
financial-statement standards, concluding 
with the comment that the Society could 
“perform a valuable service to the profes- 
sion and contribute much to the business 
world by codifying and publishing mini- 
mum standards.’ 

Before the American Association of Uni- 
versity Instructors in Accounting, later in 
1931, the editor urged a ten-year plan of 
research, asserting that “the flesh and 
blood of a vital professional body of cou- 
rageous and independent practitioners are 
wanting.’”4 

In December 1934, THE ACCOUNTING 
REVIEW contained an editorial entitled 
“A Nervous Profession.” The traditional 
ideas of accountants were being severely 
jolted in 1934. Strike-suits which were 
being brought against members of the 
profession were becoming a legalized 
racket. Those of us who can remember 
back that far may also recall that the Se- 
curities and Exchange Commission in one 


* The Certified Public Accountant, XI (1931), 373-6. 
‘THE AccountinGc REVIEW, VII (1932), 1-10. 


short year had already made well-founded 
complaints against the accounting pro- 
fession; that the profession had been 
singularly unresponsive to the enlarged 
social responsibilities the Commission was 
trying to get the profession to acknowl- 
edge; and that individual members of the 
profession had strenuously opposed regu- 
lations which the Commission had made 
over certain accounting procedures. Fears 
were expressed that the Commission might 
even undertake regulation by setting up 
standards of conduct for the profession to 
follow.® 

In this editorial was the comment, a 
somewhat savage one, no doubt, on the 
extraordinary willingness of the leaders of 
the profession to let others do their think- 
ing for them. The editor had in mind that 
one well-known member of the profession, 
long wary of innovations in professional 
responsibilities, had in that same year is- 
sued a committee report larded over with 
such pacific remarks as: 
... principles of accounting cannot be arrived at 
by pure reasoning... the Institute should pro- 
ceed with caution ... should act with care and 
deliberation ... endeavor whenever possible to 
secure the concurrence of somebody possessing 
high authority in the rules or principles which it 
lays down... cooperation with the [Securities 
and Exchange] Commission [should assure] that 
the methods prescribed by that body conform to 
the best accounting opinion and shall not be 
prejudicial to the welfare of the profession or the 
community ... the accountant’s judgment must 
not be hampered; his duties must not be cir- 
cumscribed. .. . 


The editor then proceeded to decry the 
smug attitude of the professional account- 
ant, and contrasted his social capacities 
with his publicly expressed social attitude. 
He intimated, with some bitterness, that 
the many years of prosperity enjoyed by 
a number of accountants, together with 


5 The case for the Commission was well put by one of 


its members, Robert E. Healy, before the American 
Accounting Association in 1937. THE ACCOUNTING RE- 


VIEW, XIII (1938), 1. 
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the control of the profession which that 
prosperity had made necessary, had pro- 
duced in them an irritating complacency 
and sense of security, and had rendered 
them so helpless as to make them more 
morally than legally dependent on their 
attorneys, even for the content of their 
certificates. It was asserted that certain 
leaders in the profession considered it es- 
sential that they be unfettered by stand- 
ards, in order that their practices might 
be adaptable to the varying demands of 
clients; and the hint was dropped that in 
view of this need any move toward the 
standardization of procedures must be 
viewed by them with considerable alarm.*® 
The necessity of guarding this property 
right of flexibility, had indeed inspired a 
few professional plutocrats with the desire 
of dominating and glorifying as their pro- 
tector one of the national accounting 
bodies, and had led them to ensure the 
continuance of their domination through 
the rigorous exclusion of democratic con- 
trols in the government of and represen- 
tation in that body. 

In the same issue of THE ACCOUNTING 
REVIEW there was another editorial claim- 
ing that “standards must come,” and dis- 
cussing briefly five or six “rules or princi- 
ples”’ that a committee of the American 
Institute of Accountants had formulated, 
with the comment that “little apparently 
may be hoped” from that source. Univer- 
sity instructors were urged to assume 
“their proper leadership in defining ac- 
counting standards.’’® 

The editor was of course not alone in 
seeking to have accountants take a more re- 
sponsible part in shaping their professional 
destiny. Other members of the profession 

6 THE AccounTING REviEw, IX (1934), 334. 

7 These same “rules” have now been repeated and 
approved in Accounting Research Bulletin No. 1, p. 5. 

8 THE AccounTING REviEw, [X (1934), 335-6. 

® For example, Frederick B. Andrews in the Journal 
of Accountancy, LVII (1934), 55; Howard C. Greer, 


“A Council on Accounting, Research,” THe Account- 
ING Review, VII (1932), 176; Carman G. Blough, 


The Accounting Review 


had become vocal,? and 1935 saw a re. 
casting of the national organization of 
accounting instructors into the Ameri- 
can Accounting Association, followed six 
months later by the publication of “A 
Tentative Statement of Accounting Prin- 
ciples underlying Corporate Financial 
Statements,” which today is in the proc- 
ess of revision. In 1938 the American In- 
stitute of Accountants issued ‘‘A State- 
ment of Accounting Principles,” written 
by Messrs. Hatfield, Sanders, and Moore 
for the Haskins and Sells Foundation. 
And in 1939, as the result of the McKesson 
and Robbins fraud, the Institute ap- 
pointed a Special Committee on Auditing 
Procedure whose purpose was to consider 
the extension of the scope of audits in an 
endeavor to make possible the detection 
of such frauds in the future; it also 
solicited from its members a “Research 
Fund” so that studies might be made un- 
der a Committee on Accounting Procedure 
preliminary to the issuance of a series of 
“pronouncements,” presumably dealing 
with current controversial issues. Within 
the last few months, the Institute has is- 
sued four pamphlets; the first, ““Extensions 
of Auditing Procedure,’ and the others, 
“Accounting Research Bulletins’ 1-3. 


To the editor, the 

AND NOW significant thing is that 
THE PRESENT after many years, re- 
gardless of the proxi- 

mate cause, the research program of 
a national professional accounting society 
is under way and is bearing fruit. Its 
first products are at hand. What do these 
pamphlets say? What significance have 
these pronouncements? To what extent 
does it appear that the research needs 
of the profession are being met? The 
answers that follow may be interpreted in 
the light of the hope of the writer of these 


“The Need for Accounting Principles,’ THE ACCOUNT 
ING REview, XII (1937), 30. 
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Theories and Practice 


lines, as outlined above: that the profes- 
sion, to establish and preserve its rightful 
independence, must enter the field of re- 
search and derive therefrom standards of 
practice for the guidance of its members. 

It is unfortunate that the four pam- 
phlets thus far published give no evidence 
of extensive research nor of well-reasoned 
conclusions. They reflect, on the other 
hand, a hasty marshaling of facts and 
opinions, and the derivation of temporizing 
rules to which it is doubtless hoped that a 
professional majority will subscribe. As 
models of approach in a field already 
heavily burdened with expedients and 
dogmatism, they leave much to be desired. 


Made public in May, 
the first pamphlet is 
entitled ‘Extensions of 
Auditing Procedure.”’ 
Its subject-matter is divided into four 
parts: (1) the examination of inventories; 
(2) the examination of receivables; (3) 
the appointment of auditors; and (4) the 
form of certificate or report. Under the 
first heading is outlined the added re- 
sponsibility that the auditor should now 
take by participating in a reasonable por- 
tion of the count of physical-inventory 
quantities, either at the closing date or, 
where periodically tested perpetual-in- 
ventory records are maintained, at any 
date or dates he may deem necessary. 
Participation may be limited to observa- 
tion where adequate controls have been 
instituted by the management over the 
counting process. Failure to participate 
requires an exception in the certificate. 
The second “extension,” dealing with re- 
ceivables, calls for their verification by 
correspondence to whatever extent deemed 
necessary by the auditor; without such 
verification the cerificate is to be qualified. 

What is the practical effect of these ‘‘ad- 
ditional” audit duties? Many firms of ac- 
countants have for years required that 


AUDIT 
EXTENSIONS 
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these steps be taken in ordinary audit 
procedure, with exceptions only under the 
most unusual circumstances. As a matter 
of fact, the auditors of McKesson and 
Robbins had test-checked inventory quan- 
tities to some extent but had been denied 
adequate access to the basic records of a 
certain branch of the business—a branch 
that is now known to have been wholly 
fictitious. The conditions under which the 
auditors had been hoodwinked for years 
have been shown to be so utterly fantastic 
as to warrant the conclusion that the pos- 
sibility of their repeating themselves is 
extremely remote. With the rules in force 
now suggested by the Institute’s pam- 
phlet it would still be possible for frauds 
to occur, possibly remaining undetected 
by auditors, provided the same dishonest 
individuals were to continue as the cor- 
poration’s officers. Nothing substantially 
new is suggested in the pamphlet; the 
audit of receivables and inventories is still 
on a test-check basis, as it could hardly 
otherwise be. 

Must it be said, then, that audits by 
public accountants can neither prevent 
nor uncover frauds? It must be admitted 
by all accountants that in a few cases the 
answer will have to be “‘yes”: no methods 
having universal application can be de- 
vised that will detect every form of crimi- 
nal dishonesty. The pamphlet says:!° 


In no sense is he [the auditor] an insurer or 
guarantor. . . . The discovery of defalcations has 
not been a primary objective of an examination 
incident to the issuance of financial statements. 
.... In a well organized concern the principal 
reliance for the detection of such irregularities is 
placed upon the maintenance of an adequate sys- 
tem of accounting records with appropriate in- 
ternal check and control... [To do otherwise] 
would entail a prohibitive cost. . . 


This is a fair statement but it should have 
been made more of as a major premise, and 
more carefully expounded. The value of a 
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public accountant to a business enterprise, 
its owners, and the public generally, needs 
to be emphasized from the point of view 
that in a vast majority of cases he has 
succeeded in providing useful information 
that would not otherwise be furnished, 
raising constantly and quietly, but none- 
theless certainly, the level of honesty and 
fair practice in business, and acting, po- 
tentially at least, as an umpire between 
business and government and business and 
the public. As long as he is employed by 
business, the accountant can, however, 
only guide business in what must seem to 
others to be slow, evolutionary channels. 

A third section of the pamphlet relates 
to the appointment of auditors. Some ac- 
countants have urged that the English 
system of appointment by stockholders be 
adopted, notwithstanding the legal control 
of stockholders’ meetings in the great bulk 
of American corporations by the corporate 
managements. The responsibility of the 
accountant would be increased, it was felt, 
by causing him to address a larger, more 
objective audience. The pamphlet wisely 
eschews this pitfall; it recommends that 
appointments be made by boards of di- 
rectors, doubtless in recognition of the 
impetus that has been given in recent 
years to the choosing of board members 
who are responsible rather than decora- 
tive, and who feel it their duty to institute 
and enforce corporate policies. 

In suggesting the form of audit report 
(the word “certificate”? ought to be for- 
gotten, says the Committee), the pam- 
phlet is on less firm ground. The 
pamphlet’s realism is admirable—as far 
as it goes. It suggests timidly that ‘‘the 
auditor may prefer” to say “that the ac- 
counting records (instead of the financial 
statements) have been examined,” but it 
is apparently too much to expect the Com- 
mittee to return to the good, old-fashioned 
term, audit." The Committee has also been 


4 The use by the Committee of “examination,” “ex- 
amination of financial statements,” and “report” for 


bold enough to recommend the omission 
of such meaningless phrases as “‘obtained 
information and explanations from officers 
and employees of the company,” “‘but we 
did not make a detailed audit of the trans- 
actions,” “subject to,” and “based upon 
such examination’’; yet it is possible that 
the Committee’s new language may 
shortly prove as empty and unsatisfac- 
tory as the old which, it should not be 
forgotten, was devised only a few years 
ago. 

The first paragraph of the new “‘report” 

consists of a single sentence and deals 
with scope; it reads— 
We have examined the balance sheet of the XYZ 
Company as of April 30, 1939, and the statements 
of income and surplus for the fiscal year then 
ended, have reviewed the system of internal con- 
trol and the accounting procedures of the com- 
pany, and have examined or tested accounting 
records of the company and other supporting 
evidence, by methods and to the extent we 
deemed appropriate. 


Like many another ambitious attempt to 
secure mulium in parvo, the phrasing, 
heavy and awkward, is as objectionable on 
the whole as that which it replaced. The 
sentence starts with the incorrect and mis- 
leading statement, “We have examined 
the balance sheet... ” although, as 
stated, the Committee would permit the 
substitution of “accounting records’ for 
“balance sheet.”’ In practice, the auditor 
starts with the books and winds up with 
the financial statements which he prepares 
or in the preparation of which he partici- 
pates and assumes substantial responsi- 
bility. Why should this simple fact not be 
readily admitted? 


the former expressions “audit,” “balance-sheet audit,” 
and “certificate,” respectively, with no announced 
change in meaning, is a striking example of word- 
substitution having the ostensible objective of elimi 
nating confusioa but actually leading to new involve- 
ments in interpretation because (1) no definitions are 
attached to the new terms, and (2) the new terms have 
other meanings which give no promise of less disturb- 
ing associative inferences. The interpretative embar- 
rassment will be apparent as soon as the new certificate 
has been given extensive use. 
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In the answer to this question lies the 
real objective of the language. The goal 
sought is not the information for the 
reader but the protection of the account- 
ant. What nonaccountant reader can pos- 
sibly be any wiser after having read this 
first paragraph? There are three claims in 
this paragraph: an examination has been 
made, internal controls have been studied, 
and the tests applied have been of the 
auditor’s own devising—or are the last 
nine words intended to have application 
to the whole paragraph? Really it doesn’t 
make much difference: so little is said. To 
assert that the audit scope has been de- 
fined in this paragraph is a statement be- 
longing to the field of accounting myth- 
ology. 

The second paragraph reads: 


In our opinion, the accompanying balance sheet 
and related statements of income and surplus 
present fairly the position of the XYZ Company 
at April 30, 1939, and the results of its operations 
for the fiscal year, and conforms to generally ac- 
cepted accounting principles applied on a basis 
consistent with the preceding year. 


Again: who cares? Why not include other 
positive statements—that the books were 
found to be [not] in balance or that the 
auditor’s suggestions as to adjustments 
were adopted [or rejected]? If the para- 
graph is reproduced in its present form, 
there being no exceptions, no information 
is being conveyed to the reader. Who 
knows the meaning of “generally accepted 
principles?”’? Almost anything goes with 
some accountants, and the phrase as yet, 
without a statement of principles, may 
give the reader an unwarranted assurance. 
The Committee could have been of more 
help to practitioners if it had suggested 
language for exceptions. 


Some day it will be 
WHAT OF recognized that the 
THE FUTURE? audit certificate, or 
short form of report, 
is wholly without merit, even as protection 
to the accountant. As modified it is still 
mumbo-jumbo, except for any inserted 
qualifications, to management, directors, 
stockholders or other readers. The Com- 
mittee failed to see that it was the idea 
of the report that was at fault, not the 
words of which it was composed. 
Protection to the accountant cannot be 
secured by two sentences consisting of 
words which can hardly escape having 
technical twists. He knows that many of 
his readers whose investment acts are 
going to be premised at least in part by 
the financial statements he has signed can- 
not possibly appreciate why in the first 
paragraph he has omitted the definite 
article before “‘accounting records,’ why 
he claims that in his examination he has 
employed what he conceives to be appro- 
priate methods in appropriate amounts, 
and why he continues to address his report 
to the directors, knowing that a much 
larger audience than the directors is sup- 
posed to rely on it. The auditor who uses 
the new form may be actually exposing 
himself to unexpected attacks. Not only 
have the principles not been defined which 
he says the company has followed, but be- 
because specific mention is made of cer- 
tain things the inference is strong that 
everything else not directly referred to in 
the report is in fine shape. Where will this 
sort of reasoning lead certain ingenious 
persons who have previously attacked ac- 
countant’s findings? 


The material contained in the three ‘‘re- 
search”’ bulletins will be discussed in the 
December issue of the REVIEW. 
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BOOK REVIEWS 


Introduction to Business. Second Edition. Edwin H. 
Spengler and Jacob Klein. (New York: McGraw- 
Hill Company, Inc., 1939, pp. xvi, 786. $4.00.) 


Introduction to Business, as stated by the authors in 
the Preface, was written primarily “to acquaint the 
reader with the organization, methods, and problems of 
American industries.” The authors have succeeded 
admirably in presenting the subject in a clear and read- 
able manner. Their style is especially interesting, and 
difficult phases of the subject have been so written that 
immature students will be able to read without strug- 
gling. Whether this is a virtue is debatable. 

The text is rather general in nature and covers prac- 
tically every aspect of business in a more or less de- 
tailed fashion. It is somewhat difficult at times to be 
able to differentiate fundamentals, procedures, prac- 
tices, and methods. In fact, the book attempts to cover 
so much that there is a danger that student readers may 
divide themselves into two groups. One group may get 
the opinion that business principles, after all, are 
rather easily mastered, while the other group, more 
thoughtful, may arrive at the conclusion that a mastery 
of all the ramifications of industry is almost impossible 
of attainment. Either conclusion is, of course, injurious 
to the progress of students. A book achieves its purpose 
best when it gives to students a well-proportioned per- 
spective. 

The book is divided into nine parts as follows: 

I. Launching the Enterprise, six chapters. 
II. Managerial Control Policies and Problems, 
five chapters. 
III. Labor Relations and Problems, five chapters. 
IV. Marketing Methods and Problems, six 


chapters. 

V. Price Factors and Pricing Problems, five 
chapters. 

VI. Financing Methods and Problems, four chap- 
ters. 


VII. Tax Calculations and Problems, three chapters. 
VIII. Problems of Risk, Bankruptcy and Readjust- 
ment, three chapters. 
TX. Consolidation and Coordination, three chap- 
ters. 


Parts II and V stand out as the most interestingly 
and instructively written. 

In the opinion of this reviewer, the introduction of 
highly technical points of related subjects into a good 
general treatise may tend to weaken rather than 
strengthen its merits. Examples of these are the intro- 
duction of the theory of debit and credit and ratios in 
Chapter V under the Investment of Capital Funds. 
Chapter VIII, Quantitative Guides to Management, 
attempts to present the principles of index numbers 
and time series. But the authors wisely refrained from 
pushing their discussion of correlation too far. 

Mere mention of topics adds very little to a book. 
Under Analysis of Financial Statements in Chapter 
X XIX more could have been said without delving into 


technicalities. Installment Sales in Chapter XXxXI 
could have received a more adequate treatment, espe- 
cially their effect on the determination of profit. Budg. 
ets have been mentioned in connection with gover. 
mental bodies but there seems to be no statement of 
budgetary control of business. In a general book on 
business it is a rather serious omission. Legal aspects 
of business could have been emphasized more strongly, 

In conclusion, however, it should be said that it cer- 
tainly is not a simple task to decide what to include and 
what to exclude and how far the treatment of each 
topic should be extended on such a broad subject as 
business. 

And this text should, on the whole, prove to be a 
reasonably serviceable one. 

ALFRED D’ALESSANDRO 
College of Business Administration 
Northeastern University 


Auditing—Theory and Procedure. J. F. Sherwood and 
Roy T. Culey. (New York: South-Western Publish- 
ing Company, 1939, pp. 469.) 


The author’s preface in itself is a good review of the 
book. The idea of correlating accounting and audit 
theory with practical audit procedure, while not alto- 
gether new, is a desirable departure from some of the 
older texts which stressed theory and contained little, 
if any, audit procedure. 

From a pedagogical point of view, in the reviewer's 
opinion, the text is sound. It contains a fully developed 
illustrative audit for a typical business. The importance 
of working papers—analyses, confirmations, certifica- 
tions, indexing, and the like—is properly stressed, and 
many worthwhile models are provided. Accompanying 
the illustrative audit is an audit case affording the stu- 
dent the opportunity of applying practically what may 
have been learned from a study of the illustrated audit, 
and from the discussions of audit theory and procedure 
presented in the text. In addition the text is well sup- 
plied with questions and problems. And there are two 
additional audit projects, one fully illustrated, the other 
supplying data from which the student is required to 
prepare work papers and prepare an audit report. 

Although this review has been largely descriptive, it 
is intended to suggest that the book undoubtedly will 
make an appeal to auditing instructors because of the 
mass of practice material that it contains. 

Several matters of a perhaps minor importance by 
way of criticism should be mentioned. The reviewer 
does not believe that an audit report should contain 
system suggestions. A system report, of course, may 
accompany an audit report, but it is extra work and 
should entitle the accountant to an extra fee. Defective 
system procedure would usually only be referred to in 
an audit report by way of qualification. The illustrative 
audit report might be more easily read if it contained 
more tabulations. In some respects, report writing is a 
matter of opinion. The reviewer personally has long 
since avoided signing reports “respectfully” and his 
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Book Reviews 


experience has shown that in most quarters concluding 
paragraphs of appreciation and the like should be 
avoided. 

Other matters could be mentioned, but on the whole 
it is the reviewer’s opinion that the book has been well 
written; that it will serve a useful purpose; and that it 
will have a wide appeal. 

HENRY J. BORNHOFFT 

Boston University 


Social Security Taxation and Records. Calvin E. Fav- 
inger and Daniel A. Wilcox. (New York: Prentice- 
Hall, Inc., 1939, pp. xxi, 649. $7.50.) 


This volume is a manual of procedures for social 
security accounting. The procedures outlined are 
primarily based on the Federal legislation in this field. 
Some attention is given to state requirements, but, as 
the authors point out, the state requirements are not 
uniform and are constantly changing; hence, the 
emphasis on the Federal requirements. 

The scope of this volume can be indicated by an 
enumeration of the topics discussed. There are two 
chapters on background material; three chapters on re- 
quired records and reports; one chapter on sources of 
information needed by the employer; one excellent 
chapter on social security accounting; one chapter each 
on merit rating, reserve accounts, benefits, claims, em- 
ployers and employment, wages, and penalties; and one 
long and very detailed chapter on systems designed 
for social security accounting. Some forty systems are 
described and illustrated. 

This volume will not solve all the problems that 
plague accountants and employers but it will solve 
many of the problems arising through misinterpretation 
of the various pieces of legislation here discussed. The 
discussions of the Federal legislation are definite and 
clear. The legislation is dissected, the relationships of 
the parts demonstrated, and important parts of the 
laws emphasized. The discussions of the state laws are 
necessarily more general, although definite references 
and illustrations are used. The person interested in 
state social security problems would find much of in- 
terest in this work although it will not bear specifically 
on the problems arising under a particular state law. 

There is little in this work of a theoretical nature. 
Such problems as the best means of financing social 
security payments, or the financial implications of 
governmental reserves, are not discussed. This book 
treats of accounting procedures in this specialized field 
and it is an excellent treatment. 

FRANK P. SMITH 

University of Rochester 


Papers on Accounting Principles and Procedure Presented 
at Fifty-first Annual Meeting of The American In- 
stitute of Accountants. (New York: The American 
Institute of Accountants, 1939, pp. vii, 252. $1.00.) 


_ This collection includes 56 papers and remarks clas- 

sified into 10 major divisions. Thus a wide range of 
subjects of interest to teachers and practitioners of 
accounting is covered. 
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The title indicates that discussions of both principles 
and procedures are included. Actually less than one- 
third of the discussions deal with principles. Some of 
the remaining papers touch on principles but are chiefly 
concerned with specific topics of procedure. 

The papers presented which consider “‘A Statement 
of Accounting Principles” and “‘Relationships between 
Legal and Accounting Concepts” will probably be of 
most interest to teachers. The statement of accounting 
principles which was the basis of discussion for the first 
ten papers is the statement prepared by Messrs. Sanders 
Hatfield, and Moore. The discussions of this statement 
can be classified into two groups: those speakers who 
supported the expressed opinions of Messrs. Sanders, 
Hatfield, and Moore, and those who took issue with the 
published report. Included in the latter group are excel- 
lent papers by Chamberlain, Paton, and Nissley. 

The papers presented which deal with procedures 
include discussions of such topics as building-and-loan 
accounting and machine accounting, as well as other 
topics of a more general nature such as the problems 
arising under the Social Security Act. The list of 
speakers included representatives of governmental 
agencies and industry as well as accountants. 

The papers included in this volume are all short and 
represent various degrees of condensation. Some of the 
papers indicate that the speakers said all they had to 
say on their particular topics and perhaps padded a bit 
io stretch their contributions to three pages per speaker. 
Other speakers presented highly condensed discussions 
which would be more illuminating if expanded. 

The papers grouped under each major heading are 
not comprehensive but rather touch on certain specific 
points. The collection of papers thus includes a large 
number of short discussions of separate topics, an im- 
posing number of ideas, some excellent individual dis- 
cussions of important subjects, and a few duds. The 
opinion is expressed in the foreword that these papers 
“should be of lasting interest to accounting practi- 
tioners and students of accounting.’’ We do not share 
the editor’s optimism but this collection of papers is 
well worth reading. 

FRANK P. SMITH 

The University of Rochester 


Business Mathematics. I. L. Miller and C. H. Richard- 
son. (New York: D. Van Nostrand Company, Inc., 
1939, pp. xii, 352.) 


The book begins with a review of elementary algebras 
and then discusses in some detail linear and quadratic 
equations, the index laws, the binomial theorem, 
logarithms and progressions. More than one-quarter of 
the book is devoted to these preliminary mathematical 
matters. Subsequent chapters deal with commercial 
applications of percentage, simple and compound in- 
terest and discount, annuities certain, sinking funds and 
amortization, depreciation, and bonds. Rather more 
than the last fifth of the text is devoted to probability 
and the elementary theory of life insurance. Tables of 
logarithms, compound interest, annuities and some 
insurance tables are bound into the book. 

The number of examples is large, new points often 
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being illustrated by as many as three. Many of the ex- 
amples are worked out in great detail. A large number 
of graded exercises is provided, and sets of review prob- 
lems. The explanations are clear and detailed, especially 
in the first applications. The remarks on the accuracy 
obtainable with the tables, the frequent checks and the 
consistent use of line diagrams in interest and annuity 
problems are among the good features of the book. 

A. S. GALBRAITH 

University of Rochester 


Solutions for Advanced Accounting Problems. E. L. 
Kohler. (New York: Prentice-Hall, Inc., 1939, 435 
pp. $3.00.) 


Since Kohler’s ‘“‘Advanced Accounting Problems” 
was reviewed in the June, 1939, issue of the ACCOUNTING 
REVIEW, a volume of solutions to these problems has 
appeared. It contains 435 large pages devoted to the 
134 problems. The material is in loose-leaf form and is 
clearly and neatly produced. 

ARTHUR W. HANSON 

Harvard University 

Graduate School of Business Administration 


Cost Accounting, Principles and Procedures. Charles H. 
Langer. (Chicago: Walton Publishing Company, 
1939, 334 pp., size 83X11.) 


It is generally agreed that cost accounting is a most 
difficult subject to teach. It follows inevitably that it is 
most difficult to write a cost accounting text which will 
satisfy teachers of the subject, especially since there 
are two schools of thought as to the function of a cost 
accounting course. One of these schools believes that 
students should be made proficient in the handling and 
recording of all sorts of detailed technique of cost ac- 
counting, i.e., students should be trained to make good 
cost clerks, while the other school holds that students 
should have very little if anything to do with the 
learning of technical and routine transactions, the 
knowledge of which is acquired more quickly and better 
on the job. The first stresses the art, while the latter 
stresses the science of cost accounting. It is, therefore, 
practically impossible to satisfy the expectations of 
everyone in one volume. Mr. Langer seems to have 
taken somewhat of a middle course and has succeeded 
reasonably well in his task. 

The author states in the preface that “the objective 
of this work on cost accounting is to treat of the 
principles and procedure of factory cost accounting 
and their application in the installation and operation 
of a modern cost system.” The “‘principles” could have 
been emphasized more forcibly. It is often difficult to 
realize whether the author is discussing a principle, a 
procedure, a practice, or a rule. As the teaching and 
accounting professions are today in search of clear and 
fine distinctions between principles and rules, we 
should all attempt to help in such an arduous quest. 

The treatment of “the installation and operation of 
a modern cost system” has been left out entirely, unless 
the reader is expected to visualize things which are not 
stated—too much to expect, especially from students. 


In fact, the term ‘‘cost systems” has been used ag 
synonymous with “‘cost methods” in Lecture 2, Section 
6, and frequently thereafter. From the reviewer’s view- 
point, a cost system is much more inclusive than a cost 
method, which may be a part of a system, while a 
system can never be a part of a method. It is also stated 
that a cost unit may be a class of product. If this class 
of product includes units which sell for $.75, $1.00, and 
$1.25, an average cost of $.60 would be meaningless. 
The imputation of weights, arbitrary or proportionate 
to sales prices, will carry us into the realm of joint-cost 
principles. 

The text contains thirty-two lectures, although the 
author prefers to say thirty lectures and two special 
lectures. Lecture 24 deals with joint costs and by- 
product cost; Special Lecture 24 treats of depreciation; 
and Lecture 30 discusses graphic methods; while 
Special Lecture 30 considers some phases of the Social 
Security Laws. It would be interesting and informative 
to know the relation which exists between them. 

Thirteen lectures are devoted to general conceptions 
of costs and the fundamental principles of accounting 
for the elements of costs. Process cost is discussed in 
Lectures 14 and 15. The subject here is treated carefully 
and rather clearly. However, too much detail is pre- 
sented in the Cost Statements. Subsidiary schedules 
should be prepared and calculations certainly should 
be omitted from summary statements. It is somewhat 
difficult to see any useful information derived where 
several products emerge from a single process. In the 
reviewer’s opinion, the cost of normal and unavoidable 
spoilage should be applied both to the inventory in 
process and the product transferred to the following 
process rather than transferring the entire spoilage cost 
to the next process. The burden of inevitable expenses 
or losses should fall where it originates. 

Three lectures are devoted to the collection, alloca- 
tion, and distribution of manufacturing expenses. 
Service departments which serve each other seem to 
have received the most careful attention. Simultaneous 
equations and successive trial method are illustrated 
as though they were common tools of distribution. Yet 
in discussing depreciation methods, we are reminded of 
the advisability of not using “‘fine-spun theories requir- 
ing the use of higher mathematics.” 

Standard costs are covered in four lectures. The most 
satisfactorily treated topic of the text, it should receive 
the practical approval of any reader interested in stand- 
ard costs. Variance analyses could, however, have been 
carried further. The analysis of manufacturing expenses 
in totals only has very little managerial information; 
it should be subdivided into at least the controllable 
and non-controllable groups. Perhaps variation state- 
ments should be prepared showing dollar, price, and 
volume variations rather than price and volume. 
“Volume” as here used comprises efficiency and 
quantity variation. 

A more complete exposition might have been ac- 
corded joint costs, by-products, budgetary control, 
and more especially cost control accounts which are 
discussed in a lecture devoted chiefly to interest on 
investment. 
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Exercise materials seem to be rather inadequate. A 
good number of the lectures contain only questions and 
no lecture includes more than two problems. Of course, 
if the practice sets which cover some fifty pages are 
used, there will be enough practice work, but the 
practice sets and some of the problems involve chiefly 
routine exercise because of the minute explanations 
given therein. 

ALFRED D’ALESSANDRO 

College of Business Administration 

Northeastern University 


Social Research. Manuel C. Elmer. (New York: Pren- 
tice-Hall, Inc., 1939, pp. xvi, 522. $3.00.) 


This is a volume written by a sociologist for sociolo- 
gists, but despite the use of technical materials relating 
to this field, much of this volume should be of interest 
to any one attempting research in any of the branches 
of the social sciences. The whole volume can be profit- 
ably studied by economists since economists as a group 
know too little of the techniques involved in the study 
of such matters as life histories, vital statistics, regional 
surveys, the measurement of social values, and the 
analysis of attitudes, and are unable to appreciate the 
importance of research data bearing on such matters. 
Of particular interest are chapters 1-6, 10, 16, 19, and 
23. The subject matter of chapters 10, 16 and 19 is 
statistical in nature, and chapter 23 is concerned with 
the development of objective methods of research. 
These chapters are well written but are rather general 
and the material is not new. However, the sober warn- 
ings against the improper use of statistics and the 
methodology outlined are well worth reading. 

The first six chapters go to the heart of research in 
the social sciences. Much of the material discussed in 
these chapters is, of course, sociological in nature, and 
the terminology is that of sociology. Nevertheless, the 
basic problems of research in this field are much the 
same as the problems encountered in other fields such 
as economics, and the discussions included in this part 
of the volume bear on all phases of the social sciences. 
These chapters include discussions of such important 
points as objectives of and trends in research, types of 
social research with emphasis on the general methodo- 
logical approach, the establishment of a research proj- 
ect, historical research, and research and culture. 

It is difficult to appraise the merits of technical dis- 
cussions in fields other than one’s own. This is par- 
ticularly but regrettably true of the social sciences and 
consequently no attempt will be made to evaluate the 
strictly sociological parts of this work. The parts of this 
work which deal with social sciences as a whole are 
excellent. The style of this writer is good and there are 
extensive bibliographies. This whole volume bears 
evidence of careful, scholarly effort and should prove 
stimulating to any research worker in the social 
sciences. 

FRANK P, SMITH 

University of Rochester 


Expenses and Profits of Limited Price Variety Chains in 
1938. Stanley F. Teele. (Boston: Harvard Graduate 


School of Business Administration, 1939, pp. 30. 
Tables 22. $1.00.) 


The limited price variety chain is no longer immune 
from the adverse economic conditions which have af- 
fected its competitors. This fact is probably the out- 
standing contribution of Professor Teele’s bulletin on 
the operating results of variety chains in 1938. The 
variety chains came through the severe depression of 
1931-1933 in far better condition than department 
stores. In the recent reverses of 1937-1938 the profit 
rate for variety chains dropped below the profit level 
of 1931. Net profit in 1931 averaged 2.77%. In 1938 net 
profits declined from 4.11% in 1937 and 5.05% in 1936 
to 2.38%. This decline carried the net profit rate below 
that of any year in the last decade except 1932. 

Much of the explanation for the adverse effects of 
the recent depression is found in the growth of variety 
chains to a state of maturity. No longer can the variety 
chains offset declining sales per store by opening new 
stores and exploiting new markets. Like the department 
store, the variety chain must meet poor business condi- 
tions by effective managerial strategies within existing 
stores. 

Like department stores, the variety chain is facing 
a strong trend of rising operating costs. In 1938 the 
total expense rate for fifteen identical chains reached 
a new high level of 32.18% exceeding the previous high 
level of 1933 by 0.49%. Meanwhile gross margin in 
1938 declined to 34.56%, approximately 0.6% less than 
in 1937. 

The increase in total expenses was caused by in- 
creased tenancy and related costs, increased taxes, and 
to a less extent by an increase in payroll cost. A partial 
explanation of the increase in expense in 1938 is found 
in a decline in net sales per store of 5.5% below 1937. 
Like department store managers, the managers of 
variety chains were not able to keep expenses in line 
with declining sales. 

Professor Teele in his analysis seeks the causes of 
these conditions. “Maturity” is a general explanation 
but more specific causes of the percentage changes may 
be found. The decline of gross margin may be directly 
explained as a result of efforts to reduce inventories to 
match the lower level of sales. Mark-downs which 
should have been taken in 1937 were not taken until 
1938. The fact that mark-downs were necessary and 
were not taken promptly finds a parallel in the depart- 
ment store field and indicates that variety chains are 
becoming more susceptible to the economic diseases 
of department stores. 

The detailed increases in expenses are not entirely 
explained. Considerable analysis is given to the pro- 
ductivity of employees and, in general, the chains with 
the largest sales per employee-hour have the lowest 
salary and wage expense. But salary and wage expense 
is only approximately half of total expense and the 
relationship between sales per employee-hour and total 
expense although positive is not a close correlation. The 
increase in tenancy cost leads to the conclusion that 
“the factors making for rising dollar real estate costs 
remained at work in 1938.... The increase in this 
percentage was not solely the result of a decline in 
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sales, for there was an increase in dollar expenditures 
for occupancy.” Taxes in 1938 continued to rise and in 
comparison with sales have increased four times as 
fast since 1929, 

Although the picture of the operation of variety 
chains is rather dark for 1938, the chains, in comparison 
with department stores, did very well. Whereas the 
department store had a net loss of 0.4% and a net gain 
of only 2.35%, the variety chain group earned a net 
profit of 2.38% and a total net gain of 5.64%. The 
variety chains can still lose considerable ground before 
their profits come down to the department store level. 

Although variety chains have reached or are ap- 
proaching a state of maturity, the reviewer does not 
expect variety chains to continue a trend of decreasing 
profits in the immediate future. Governmental activities 
of leveling incomes and of increasing the buying power 
of the low income groups benefit variety chains and 
other stores selling the low income groups far more 
than the department stores who sell to the higher in- 
come groups. Moreover, variety chains with their selling 
emphasis on impulse merchandise have not been sub- 
jected to as severe price competition as most stores 
which sell specialty and shopping merchandise. It will 
be interesting to see in succeeding bulletins whether 
variety chains have actually reached a state of maturity 
with severe competition and low profits or have suf- 
fered merely from a passing phase in our business cycle 
and will again take their place as an outstandingly profi- 
table type of retail institution. 

E. H. 

University of Michigan 


Operating Results of Department and Specialty Stores in 
1938. Malcolm P. McNair. (Boston: Harvard Uni- 
versity, Graduate School of Business Administra- 
tion, 1939, pp. 30. Tables 19. $2.50.) 


This is the most recent of the series of bulletins on 
department stores by the Bureau of Business Research 
of the Harvard Business School. Like its predecessors, 
it is replete with tables analyzing the operating results 
in great detail. Among the important tables are: 
(1) Goal Figures for Merchandising Operations and 
Profits, (2) Goal Figures for Expenses by Natural Di- 
visions and for Productivity of Space and Personnel, 
(3) Detailed Expenses by Natural and Functional Di- 
visions, and (4) Goal Figures for Expenses by Func- 
tional Divisions. With these tables at hand it is possible 
for the individual store operator to compare almost any 
statistics of percentages which he may have with com- 
parable statistics from other stores. 

The use of the Harvard statistics is limited by the 
fact that they are statistics for total store only, the com- 
posite of detailed and sometimes conflicting statistics 
whose identities are lost in the total figures. They are 
valuable in showing trends in department store opera- 
tion but they are not sufficiently specific to meet the 
day-to-day problems of store operation. 

The Harvard Bulletin reports operating results as 
measured by net profit as 33% below 1936, and 20% be- 
low 1937. For the first time since 1934 no profit was 
shown if allowance is made for interest on the capital 


used. In comparison to 1937 gross margin in 1938 re. 
mained the same but total expense jumped 1.5% of 
sales, largely because of a decline in volume of net sales, 
Specialty stores which are also considered in the Bulletin 
had practically the same experience as department 
stores. 

Professor McNair gives a masterly and concise theo- 
retical analysis of the troubles of department stores dur- 
ing the past ten years. He finds in the movement of de. 
partment stores sales, stocks and prices, 1929-1938 the 
immediate cause of changes in margins, expenses and 
earnings. But the relationship existing among sales, 
stocks, and prices is not clear. Professor McNair gives 
his present opinions as follows: 

“1, A sustained and definitely noticeable rise in re- 
tail prices is likely to result eventually in some curtail- 
ment of ‘real’ sales. The healthiest increases in sales 
volume are those obtained during periods of retail price 
stability. 

“2. Although in earlier periods it is probable that 
‘real’ sales tended to follow rather than precede the In- 
dex of Industrial Production, this relationship may not 
now hold good. The spending program of the present 
Administration, its professed purpose to make con- 
sumer buying the foundation of the industrial structure, 
and the current reluctance of private capital to seek 
venturesome employment, have indeed gone some dis- 
tance toward transforming our economy into one whose 
cyclical fluctuations are governed largely by changes in 
the sale and production of consumers’ goods. As a con- 
sequence, changes in the ‘real’ sales of department 
stores now probably tend to precede changes in indus- 
trial production. 

“3. The movements of ‘real’ stocks in department 
stores are probably a result rather than a cause. Never- 
theless, a period such as most of 1934, 1935, and the 
first half of 1936, when ‘real’ stocks were held at a con- 
stant low level in spite of increasing ‘real’ sales, is a 
healthier period for business than one in which inven- 
tory accumulation takes place.” 

A considerable discussion is given to the question, 
“How Shall the Rising Trend of Department Store 
Costs Be Interpreted?” In addition to the usual ex- 
planation of higher taxes, higher wages, and decreased 
working hours, which are merely mentioned, an ex- 
planation is offered which has received little considera- 
tion. After indicating that the economies of large-scale 
production are in part offset by increased costs in mar- 
keting, the author turns to some merchandising charac- 
teristics of small and large-scale retailing with the 
following explanation: 

“At the same time we have experienced a growth in 
large-scale retail business which is functionally different 
from small retailing. In the case of the small retail 
enterprise, the vendors, whether manufacturers or 
wholesalers, characteristically come to the store; they 
may even furnish the advertising, dress the windows, 
and supervise the stock. But the large retail enterprise 
typically goes to the vendors, as a rule directly to the 
manufacturers. For many lines of merchandise it has its 
own brands, it lays down specifications, it not infre- 
quently may undertake functions of styling and design. 
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Thus, many of the manufacturer’s marketing functions 
have been taken over by large retailers. When the manu- 
facturer goes to the store, the cost of certain marketing 
functions is the manufacturer’s selling expense and con- 
sequently appears as part of the cost of goods to the re- 
tailer; whereas, when the store comes to the manufac- 
turer, the cost of the equivalent marketing functions 
appears as part of the store’s operating expense.” 

The reviewer recommends the Bulletin both to re- 
tail store executives and those interested in the theoreti- 
cal aspects of the economics of retailing. 

E. H. GAULT 

University of Michigan 


Financial Statement Analysis: Principles and Technique. 
John N. Meyer. (New York: Published by the Au- 
thor, pp. x, 270. 1939.) 


This work should not only supply the student with 
material for a satisfactory laboratory course in the 
analysis of financial statements, but it should also serve 
as a handy reference book for all practical accountants 
who desire to improve their manner of statement pre- 
sentation. 

The author traces the evolution of financial state- 
ments and analyses, and covers a wide range in his 
exhibits of modern techniques of encompassing the 
development of ratio analysis, trend percentages, and 
standard ratios. Common defects in accepted forms of 
financial statements are pointed out, the most outstand- 
ing of which he classifies into defects in form, terminol- 
ogy and valuation. 

The first step in the analyst’s work involves scruti- 
nizing the concern’s financial statements in order to 
discover shortcomings and deficiencies in information. 
(The analyst should not hesitate to recast these state- 
ments when necessary.) It is easy to agree, for example, 
that sufficient allocation of depreciation to the divisions 
of operations, sales, and administration is often lacking 
in the statement of profit and loss. In the past this has 
been one of the neglects of utility presentation. 

It is stated that the analyst should ignore intangibles 
entirely, classify assets as current only when it is the 
intention of the business to convert them into cash to 
pay debts, and consider investments as non-current un- 
less fully explained to justify a current position. 

The author is in sympathy with the method advo- 
cated by some accountants of substituting the terms 
“allowance” for valuation reserves such as bad debts, 
and “provision” for current liability reserves such as 
Federal and State taxes. This leaves the term “reserve” 
applying only to earmarkings of surplus. 

Briefly, the first three of the ten chapters comprising 
the book embody: (1) an outline of the development of 
analysis technique, (2) an exposition of the nature and 
limitations of financial statements, and (3) an outline of 
common defects in contemporary statements. 

Chapters four to seven inclusive display methods of 
applying the common complementary measurements of 
dollars and percentages to “Horizontal” (moving) and 
“Vertical” (as at a specific time) conditions. 

Chapter four presents an analysis of two successive 
balance sheets and among others, the following state- 


ments: (1) Comparative balance sheet, (2) statement of 
application of funds and its related working sheet, 
(3) condensed profit-and-loss statement and, (4) sur- 
plus statement. The reviewer believes that the state- 
ments are too elementary for the accountant who likes 
something more stimulating. The author suggests the 
need for a more extensive use of the “statement of 
application of funds” and the adoption of it as standard 
accounting procedure. Even with public accountants 
there has been a failure to utilize sufficiently this easily 
understood statement. 

Chapter five presents an analysis of two successive 
profit-and-loss statements. Along with other interesting 
exhibits are: (1) a comparative profit-and-loss state- 
ment showing percentages of increases and decreases 
and (2) a statement accounting for variation in gross 
profit which shows how much (in dollars amount) the 
variation in sales and cost of goods sold was due to 
change in commodity volume and how much to changes 
in price. 

Chapter six presents an analysis of a series of state- 
ments and stresses, particularily the trend (horizontal) 
ratios which bring out sharply information pertaining to 
rates of change. It is admitted that the trend ratio of 
one item to be significant must be studied with reference 
to other facts. Recommended graphic representation of 
trends are shown, significant facts are pointed out, 
and proper interpretations explained. 

Chapter seven presents an analysis of financial struc- 
ture, structural equations, relation of the equities, etc. 
The author demonstrates some of the important rela- 
tionships which analysts usually test: Net worth to 
liabilities, net worth to non-current assets, current as- 
sets to current liabilities, working capital to current 
liabilities, quick assets to current liabilities, sales to in- 
ventory, cost of goods sold to average inventory, and 
sales to receivables. The author points out other com- 
parisons between statement items; he believes that the 
analyst should feel free to make comparisions between 
any items as long as he is certain that there exists a 
relationship the measurement of which has significance. 

Chapters eight to ten inclusive deal with the inter- 
pretation of the measurements, structural standards, 
and sundry measuring devices. As the author states, 
“Use should be made of external data by the analyst 
such as (1) information relating to general business 
conditions and (2) information regarding conditions in 
the particular industry” (p. 129). Various points at 
which weaknesses in financial statements most com- 
monly occur are shown. Measurements covering receiv- 
ables, their turnover based on collections, inventories, 
velocity of inventories, gross profit test of inventories, 
measurement of fixed assets relative to capitalization, 
variations in net worth, etc. are also included. 

It is claimed that the analyst generally interprets 
structural ratios in the light of standards formed 
through personal experiences, not, however, to the ex- 
clusion of standards set by research. To be valid, ratio 
standards must be predicated on homogeneous grouping 
of the enterprises, uniformity of the data, and reliability 
of the averages; further, ratios of enterprises may be 
affected by location, size, clientele, type of operation and 
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type of product. The extreme difficulty of arriving at 
standard ratios for industries is emphasized and the in- 
numerable factors to be considered casts a shadow of 
skepticism on standard ratio work. In this regard there 
seems to be room for much further work as better 
statements are rendered. 

In conclusion, the reviewer would like to mention 
that there are some very good questions in theory at the 
end of each chapter and, in addition, Appendix A pre- 
sents some financial statement forms approved by vari- 
ous technical associations. Appendix B presents labora- 
tory problems to be assigned with the various chapters. 
These appear interesting and give a working application 
of the theory studied. 

SHELDON W. McGraw 

Tennessee Valley Authority 


The LaSalle Manual of Federal Income Tax Procedure. 
(Chicago: LaSalle University Press, 1939. Pp. iv, 
264.) 

Prentice-Hall Tax Diary and Manual for 1939. (New 
York: Prentice-Hall, Inc., 1938, Pp. 380 and 475. 
$6.00.) 


The 1939 edition of The LaSalle Manual of Federal 
Income Tax Procedure contains changes made necessary 
by the Revenue Act of 1938 and presents again a very 
satisfactory introduction to Federal income-tax pro- 
cedure. In addition to the necessary revisions because of 
new legislation, several sections have been rewritten 
and the sequence of chapters somewhat revised. Instal- 
ment sales, for example, are treated after the general 
discussion of income and deductions instead of being 
injected into the middle of the broader problems of 
income determination, as in the 1938 edition. A new 
chapter on ‘Minimizing Income Taxes” gives a good 
introduction to the manner in which a taxpayer’s selec- 
tion of one among alternative methods of handling his 
affairs will influence his tax liability. 

Reproductions of income tax forms are useful in the 
chapters describing and illustrating the methods of 
preparing completed returns. In the 1938 edition the 
different items were referred to by numbers correspond- 
ing to those on the Treasury forms. The instructions 
accompanying the problems for solution by students 
suggest references to the income tax regulations with 
which the students are supposed to supply them- 
selves. The text of the course wisely quotes liberally 
from the law and the regulations. Students are accord- 
ingly given an opportunity to develop a working famili- 
arity with the primary sources with which they will 
have to deal in tax matters. 

The Prentice-Hall Tax Diary and Manual for 1939 
presents, in its first 380 pages, a summary statement of 
state individual income taxes, state corporation taxes, 
and the Federal income, gift, estate, and miscellaneous 
taxes. In the later pages, information is given for each 
day in 1939 on reports and returns due under the state 
and Federal tax laws previously described, and, in addi- 
tion, certain other state laws dealing with particular 
industries. 

While the Diary and Manual is designed to give a 
working schedule for tax returns and reports in an 


endeavour to assure compliance with all laws and regu. 
lations, students will find the book beneficial in two 
respects: Reference to it will not only give an introduc- 
tion to a type of material used in tax practice, but the 
book itself will also serve as a convenient source of in- 
formation on tax law. The collection in one place of the 
various current state corporation tax laws is particu- 
larly useful for the tax economist and student. 
Dan Troop 
Harvard University 
Graduate School of Business Administration 


Accounting for Economic Management. D. S. Blacklock. 
(Glasgow: Jackson, Son & Company, 1938, pp. ix, 
128. 8s. 6d). 

This book is not designed for the student. Instead, 
Mr. Blacklock says, its great parsimony of exposition 
makes it a book for the qualified manager and 
accountant. 

It is unfortunate that the author did not exercise a 
different judgment in determining the contents of his 
book. He could have reduced its coverage considerably, 
made a more compact volume, and succeeded in being 
a little less sketchy at important points (e.g., in the 
development of his “‘differential-costing’’ equations on 
pages 42, 43 and 44). But his objective was to write an 
encyclopedia in 128 pages, beginning with something 
approaching an essay on epistemology and ending with 
remarks on socialism. As one might suspect, his analyses 
rarely get beyond the initial stage and his solutions to 
the problems he poses are reduced, at least to the reader 
on this side of the Atlantic, to the “catchword” level. 

The book begins with two chapters on Industrial 
Organization and Administration. Chapter I deals with 
a theory of knowledge and the virtues of classifying 
things known. In industrial operations three major 
types of classification are found valuable by the author: 
(1) classification of product (i.e., the products of a 
business are numbered in such a way that articles pos- 
sessing common characteristics are grouped together); 
(2) classification of cost (variable material cost; variable 
labor cost; and “‘oncost,” variable and fixed); and (3) 
classification by function. Chapter II, a development 
of the third item, is entitled ““The General Functions 
of Industrial Departments’; it is an attempt to lay 
down some general principles of industrial organiza- 
tion. If this chapter is read at all, the curious organiza- 
tion chart on pages 14 and 15 should be ignored. The 
chart itself fails to distinguish between line and staff 
functions, although this distinction is the main empha- 
sis of the chapter. Neither of the first two chapters 
contributes anything significant to the development of 
the author’s thesis. If he had substituted instead a few 
references to the works of Mooney and Reiley, Gulick, 
or Urwick he would at least have furnished the inter- 
terested reader with more informative guides to the 
problems of organization. 

Chapter III (five pages) on “The [historical] De- 
velopment of Accounting” needs no comment. It is a 
wholly inadequate treatment of the subject. 

Chapter IV, “Differential Costing”; Chapter V, 
“Forms, Cards and Lists”; Chapter VI, “Differential 
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Analysis of Oncost”; and Chapter VII, “Differential 
Costing—Conclusion” constitute the bulk of the book. 
The reader should be warned that Mr. Blacklock is 
using the term “‘differential-costing” in a sense very 
different from its ordinary meaning. In America, at 
least, the term is ordinarily used to describe some sort 
of approximation to marginal-cost analysis. Mr. Black- 
lock, however, uses it to describe an analysis of varia- 
tions from standard, historical, or any other costs. 
“Differential-Costing”’ as he uses the term consists of: 

“(1) The analysis of actual costs incurred during a 
period, on the basis of the normal standard 
costs that would be incurred in certain hypo- 
thetical and predetermined conditions, and the 
extra costs or savings attributable to variations 
from these conditions. 

“(2) The reconciliation between normal or standard 
costs and actual costs by means of evaluating 
the extra costs or savings, attributable to dif- 
ferences in the data on which the standard costs 
were computed.” (pp. 39-40). 

He divides his analysis into three parts: price varia- 
tions, quantity variations, and “divergencies.’’ Where 
“high-priced materials have increased relatively to the 
low-priced materials the average price of the compound 
will be increased”’; ‘‘divergency variation” is an attempt 
to analyze these changes in proportions. 

The “qualified manager or accountant” will probably 
obtain everything of value that the book contains if he 
studies carefully the equations and charts on pages 
40-46. Although Chapter VIII, “Analysis of Profit 
Variation,” gives some promise of pioneering in the 
field of marginal-revenue analysis which has already 
been approached by Joan Robinson and T. O. Yntema, 
it digresses into a four-page announcement of a card-to- 
list duplicating machine which is apparently a combi- 
nation of a punched-card tabulator and the McBee, or 
Keysort, card. The desired information is typed on the 


face of the card with a hectograph typewriter ribbon. 
The cards are punched and then sorted by inserting a 
needle through the proper holes, after which they are 
attached to a carrier and the hectographed record is 
transferred by printing to a suitable space on one of a 
series of folded and printed forms. 

In addition to the heterogeneous and sketchy treat- 
ment of subject matter, the reader will find himself 
annoyed by the irrelevant asides contained in nearly 
every chapter. For example, on pages 50-52, Mr. 
Blacklock discusses ‘‘Labor’s Share of Cost Variations” 
and embarks on a discourse on the proper methods of 
remunerating labor without disclosing any precise pro- 
cedure as to the accountant’s determination of labor’s 
portion of the variations. And on page 91 he gives a 
detailed description of the hectograph reproducing 
process, presumably for the information of the “quali- 
fied manager or accountant.” The American reader will 
also have to contend with a variety of unfamiliar terms 
which the author does not define, but which, it is hoped, 
are known to his English cousins. 

The final chapter (Chapter IX), “Some Economic 
Opinions,” is evidently intended to be an essay on the 
ills of our economic system and their possible cures. The 
gist of Mr. Blacklock’s suggestions is that the state 
should subsidize wages out of profits whenever unem- 
ployment appears. In this manner he envisages that a 
wedding of socialism and capitalism will occur whereby 
the major advantages of each will be retained. In addi- 
tion, there are four paragraphs on ‘Money and Public 
Finance,” two paragraphs on “Training for Politics,” 
and three more on “Mechanization,” the last-named 
raising questions relating to men and machines, indi- 
viduality and the creative spirit, the perils of war, and 
other matters conceived by the author as having at 
least passing interest to his readers. 

CooPER 

Tennessee Valley Authority 
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UNIVERSITY NOTES 


UNIVERSITY OF CALIFORNIA AT Los ANGELES 


Revision of ‘Accounting Principles’ by 
McKinsey and Noble will be completed this sum- 
mer and will be ready for use in the Fall. Prepara- 
tions are being made to apply for a charter to 
establish a Beta Alpha Psi chapter. Professor 
Frisbee will offer a graduate seminar in account- 
ing principles. 


UNIVERSITY OF COLORADO 


Professor G. G. Fullerton has been elected 
president of the Denver chapter of N.A.C.A. for 
the coming year. 


UNIVERSITY OF ILLINOIS 


Assistant Professor Kenneth L. Smith has 
joined the staff of the Federal Power Commis- 
sion, Denver, Colorado. Assistant professor W. F. 
Frese has been engaged by the United States 
Treasury Department to assist in the reorganiza- 
tion of the Department’s accounting system. 
Dr. J. W. McMahan has been appointed as- 
sistant professor of accounting in Allegheny 
College. 


R. L. Rosbe will join the accounting staff as 
assistant professor. Mr. Rosbe has been a member 
of the Chicago staff of Price, Waterhouse and Co. 

The June commencement saw the graduation of 
the first person with a Ph.D. in accountancy. 
The graduate enrollment in the Ph.D. program 
is given below: 


Third year students 
Second year students 
First year students 


Total 


INDIANA UNIVERSITY 


Professor A. L. Prickett has been elected 
president of the Indianapolis chapter of N.A.C.A. 
for the coming year. Professor R. E. Walden is 
returning to full time teaching of accounting after 
a year’s duties as director of student personnel 
and placement. Professor R. M. Mikesell, who 
spent a leave of absence during the past year at 
Northwestern University in study and research, 
will rejoin the staff this Fall. 


UNIVERSITY OF KANSAS 


J. Bland Pope, instructor in accounting, jg 
entering private accounting practice and will com 
tinue work toward the Ph.D. degree. Lawrengs 
Vance, formerly of Peat, Marwick, Mitchell, and 
Co., and the University of Minnesota, will join 
the staff as an instructor. 


LOUISIANA STATE UNIVERSITY 


Professor Justine Mendelsohn will return from, 
a year’s leave of absence. Mr. Karl T. Devine 
who has been studying at the University of 
Michigan, will be an instructor in accounting, 
Dr. Daniel Borth has been appointed auditor of 
the University, and will continue to teach classes 
in cost accounting and auditing. 


Miami UNIVERSITY 


Mr. C. R. Niswonger, assistant professor, is 
returning after a year of graduate study at Ohio 
State University. 


MONTANA STATE UNIVERSITY 


Dean Line is continuing his duties as organizer 
of the Montana Merchants’ Association. Pro 
fessor Ralph Yuill is leaving the University. 


UNIVERSITY OF OKLAHOMA 


Edmund Berrigan, professor of accounting, 
and former head of the department of accounting, 
passed away on July 18. Professor Berrigan’s 
teaching career embrased a span of sixty years 
His affiliation with the university began in 1913, 
and since 1934, when he reached the age of 
seventy, he had been carrying a part-time teach 
ing schedule. 


UNIVERSITY OF TEXAS 


Professor F. F. Tannery is returning after@ 
year’s work on the financial organization of the 
state of Rhode Island. Dr. John Arch White has 
been advanced to the rank of associate professof® 


NORTHWESTERN UNIVERSITY 


Professor David Himmelblau will be absent om 
leave for the school year, 1939-1940. Professor 
Ernest C. Davies is returning after a year’s leave: 
Professor Davies was associated with Arthuf 
Anderson & Co. and Wolf & Co. during the yeat 
of his leave. 
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